SEP 3 1943 


THE JOURNAL OF 
POLITICAL 
~ ECONOMY 


On the International Spread of Business Cycles 
Oskar Morgenstern 


F Professor Robbins’ Definition of Economics Robert Scoon 


The Role of Foreign Trade in the Nazi War Economy 
. Arthur Schweitzer 


P The Economics of Collective Wage Bargaining: A Case Study 
4 Joseph Shister 338 


The Risk of Obsolescence and the Importance of the Rate 
of Interest Maurice Moonitz 348 


» Inflation as a Post-war Problem 
: Herbert Spero and John A. Leavitt 356 


| Book Reviews (See inside front cover) 361 


Books Received 379 
| ue 


THE UNIVERSITY OF CHICAGO PRESS 
CHICAGO, ILLINOIS, U.S.A. 





August 1943 Volume LI, No. 


THE JOURNAL OF 


POLITICAL ECONOMY | 


EDITED BY JACOB VINER AND F. H. KNIGHT, WITH THE CO-OPERATION 
OF THE OTHER MEMBERS OF THE DEPARTMENT OF ECONOMICS 
OF THE UNIVERSITY OF CHICAGO 





BOOK REVIEWS: 

Theodore W. Schultz, Redirecting Farm Policy- - - - - - - = JounD. Brack 
James M. Stepp, The Economics of Price in the Milk I. apuairgs mot ¢* the Rested of Public Ad- 

ministration 7 - Epwarp A. Duppy 
Margaret G. Reid, Consumers aaa the Market (3d ed.) Oe aa ephor Haze Kyex 
Margaret G. Reid, Food for People - - - - - ae Hazev Kyrx 
J. K. Gifford, Ec ics for C. Oe oe! 9 ethene - Gerorce H. Brown 
Eric Roll, A History of Economic Thought (rev. and enlarged ed.) - Frank H. Knicar 
Harold L. Reed, Money, Currency and Banking - - - - - Cuares S. Tippetts 
George A. Steiner (ed.), Economic Problems of War ee - Henry Smron Broce 


George Katona, War without Inflation: The Psychological Approach to Problems o J War Gomes 
ILLIAM FELLNER 


Franz Neumann, Behemoth: The Structure and Practice of National Socialism - - M. J. Bonn 
John Lombardi, Labor’s Voice in the C oe AH wane of the io Pegeanne of — _ Its Origin 
to 1921 oS et me, Lie) Et" « - B. MITTELMAN 
Leonard E. Hubbard, Soviet Labour and Sallie eee eee eh a A. Dusrrzxy 
Ronald Eugene Gregg, Local Government Debts in Pennsylvania: Problems and Methods of Control 
Cart H. CHaTTErs 
Wendell C. Gordon, The Expropriation of Foreign-owned Propertyin Mexico EpGar TURLINGTON 
Stephen Winsor Reed, The Making of Modern New arwas hes Special Reference to Culiure Con- 
tact in the Mandated Territory - - - = «= Cirrrorp M. ZierEr 
V. P. Timoshenko, Variability in Wheat Yields and Ceaiadis Past I: Cycles or Random Fluctuations 
Harry Pecte HARTKEMEIER 
Mayor’s Committee on City Planning, City of New York, City-wide Studies, Part 1: Basic Factors 
in the Planning of the City of New York; Part II: The Planning of Public Services for the City of 
New York; Part ITI: Programming Public Improvements in the City of New York 
FREDERICK BIGGER 3 


John W. McConnell, The Evolution of Social Classes - - - - - Frank H. Kyicut 378) 














The Journal of Peltion is published bi-monthly, by the Univessity of Chicago at the University of Cheese 
oe el ; Illinois. subscri price is se pm years he peice of le copies is $1.00. Orders for a 
By ky fey | be charged at the sing y rate. the publishers on all orders from the 
States and its possessions, Argentine Bo livia, Brazil, Chile, Colombia, Ri Domi Re 
_— qe, Ye of Honduras, Mexico, Morocco (Spanish Zone) 
Spain ( Balearic Islands, Canary Islands, and ta 
and — { Postage is charged extra as follows: for Canad Weal aat 
on single copies 4 cents (total $1.04) Gitaeemch te hal teem on cee eee : 
single co 10 cents (total $1.10). Y Patrons are requested to make all remittances payable to the University of hicago Press 
— tates currency or a enced by postal or express money orders : 
0 Seltentng eve euthorteed cone 
The ie the B ri ish Empire, except North America, In ndia, and Australasia: The Cambridge University Press, Bentley House, ~ 
200 Euston Road, Mey genet gees traf egrine a con ne eee apres, oe 
Claims for missing numbers sho made wi month following regular month of publication. publishers 
expect to supply missing numbers free only when losses have been sustained in transit and when the reserve stock will permit. _ 
should be addressed to The University of Chicago Press, Chicago, Ill. 3 
Communications for tn, piace end manmaesips chould he adtvemed to the Béliow af Tun Jovmmat cv Fourviont Sa 
The University of Chicago, Chicago, 
The articies in this Journal are indexed in the Readers Guide to Periodical Literature, New York, New York. : 
for permission fo quote from tis journal should be adresed fo The University af Chicago Pes and wil bt 


freely granted. 


ire ate anes nenpr arehoreed 16, 1893, at the post-office at Chicago, Illinois, under the Act of March 3, 1879. 
at special rate of postage provided for in United States Postal Act of October 3, 1917, Section 1103, 


ed Fs em ye 1925, aul July 15, 1918. 


[ier ] 








+ Dee 


sayy 
Stee 





THE JOURNAL OF 


I POLITICAL ECONOMY 





.... LI 


AUGUST 1943 


Number 4 





ON THE INTERNATIONAL SPREAD OF BUSINESS CYCLES’ 


OSKAR MORGENSTERN 


I. LIMITATIONS OF THE THEORET- 
ICAL APPROACH 


» AS LONG as economists have studied 
4 A economic fluctuations they have 
: recognized that the disturbances 
' of economic life often have a tendency to 
‘§pread from one country to another. 
Businessmen likewise have been aware of 
“this tendency and have sometimes had 
| Reason to welcome the impulses received 
| fom prosperity elsewhere, sometimes to 
) @mplain about the bad effects of distress 
| abroad. We do not have too much knowl- 
‘edge about the working of a business cy- 
de in a closed economy, but we know 
n less about the transmission of cycles 

Hom one country to another. The study 
“@ national cycles has progressed chiefly 
"cause abstract general speculations, 


e 


d on scanty material, have been ex- . 


PMMined and gradually replaced by more 
itious, limited hypotheses based on 


ha * The author is at present undertaking for the 
Bureau of Economic Research a historical 
a prtical study of the international aspects of 
ess cycles. The chief emphasis will be placed 
ithe international financial transactions, though 
investigation will not necessarily be limited to 
The following considerations aim at survey- 

Mg the various general aspects of this wide field, so 
i to establish certain guiding principles for the 

Strictly statistical work. 


£ 


factual investigations and better mate- 
rial. Our knowledge about the behavior 
of business cycles differs considerably 
from country to country and is for most 
of them better for the more recent cycles, 
because information is fuller. However, 
during these later periods many impor- 
tant external disturbances occurred, fol- 
lowing the war of 1914-18, so that the 
interpretation of this better statistical 
material is difficult for that reason and 
will require special consideration. 

The few explanations of the interna- 
tional transmission of cycles offered cur- 
rently are very tentative and appear 
more or less as mere appendixes to, or 
extensions of, specific cycle theories. 
Often they make use of some theorems 
relating to international trade, although 
the theory of international trade deals 
with dynamic phenomena only in the 
very rudimentary manner characteristic 
of a chiefly static theory. Consequently, 
a survey of these explanations reveals 
their strongly hypothetical and frequent- 
ly contradictory character; but we do not 
propose to enter into details here. The 

2 Such a survey is available in Gottfried Haberler, 


Prosperity and Depresssion (Geneva, 1937; latest ed., 
New York, 1941), chap. v, which also contains some 
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288 OSKAR MORGENSTERN 


contradictions derive quite naturally 
from the fact that the theories to which 
the statements about the international 
aspect of business cycles are appended 
are themselves often mutually exclusive 
or, at best, place a widely different em- 
phasis upon some of the possible charac- 
teristics of the cycles. Furthermore, the 
factual background of these theories is 
not established clearly, which would ac- 
count for pa:t of their contradictions. 
Their logical consistency is doubtful, 
and when they appear in mathematical 


references to literature, though they are not ex- 
haustive. 
We attach here a selected bibliography of writ- 


ings on the international aspects of business cycles. 


Books: Clément Juglar, Des crises commerciales et 
de leur retour périodique en France, Angleterre et aux 
Etats Unis (Paris, 1862; 2d enl. ed., Paris, 1889; 
English trans. by De Courcy W. Thom, New York 
and London, 1893); Jean Lescure, Des crises générales 
et périodiques de sur production (Paris, 1907; 5th enl. 
ed., Paris, 1928); Wesley C. Mitchell, Business 
Cycles (Berkeley, 1913); W. L. Thorp, Business 
Annals (New York, 1926); Wesley C. Mitchell, 
Business Cycles: The Problem and Its Setting (New 
York, 1927); Dag Hammarskjéld, Konjunktursprid- 
ningen: En teoretisk och historisk wundersikning 
(Stockholm, 1933); Hans Neisser, Some International 
Aspects of the Business Cycle (Philadelphia, 1936). 

Articles: Oskar Morgenstern, “International ver- 
gleichende Konjunkturforschung,” Zeitschrift fiir 
die gesamte Staatswissenschaft, LXXXIII (1927), 
261-90; Albert von Miihlenfels, “Internationale 
Konjunkturzusammenhinge,” Jahrbiicher fiir Na- 
tionalikonomie und Statistik, CXXX (1929), 801-28; 
Albert Aftalion, “Les Variations cycliques irrégu- 
liéres dans les relations internationales,”’ Revue 
d’ économie politique, XLVII (1933), 273-91; Wesley 
C. Mitchell, “The International Pattern in Business 
Cycles,” Bulletin de I’I nstitut international de statis- 
tique, XXVIII, No. 2 (1935), 397-403; Colin Clark, 
“Die internationale Verflechtung volkswirtschaft- 
licher Bewegungsvorginge,” Weltwirtschaftliches 
Archiv, XLII (1935), 400-442; J. J. Polak, “The 
International Propagation of Business Cycles,” 
Review of Economic Studies, VI (1939), 79-00. 

There exist, further, two unpublished Ph.D. 
theses: Shan-Kwei Fong, “Business Cycles and the 
International Balance of Payments: An Applica- 
tion of Period Analysis to the Theory of Interna- 
tional Money Mechanism” (Harvard University, 
1941); Svend Laursen, “International Propagation 
of Business Cycles” (Harvard University, 1941). 


formulation (toward which there seems 
to be an unmistakable tendency) they 
are so extremely simplified as to lose all 
practical significance. That we shall in 
the near future be able to obtain rigorous 
mathematical theories of the business 
cycle—let alone its international aspects 
—which would be eminently desirable, is 
extremely doubtful. The reason is sim- 
ply that the attending mathematical dif- 
ficulties can be considered as practically 
insurmountable at present, especially 
since even the static theory of economics 
has as yet in merely minor degree been 
established in a satisfactorily rigorous 
(ie., mathematical) form.’ 

The current fashion of constructing 
numerous slightly different ‘model se- 
quences’”’—lately even for international 
relations of business cycles, for example, 
by using so-called “foreign trade multi- 
pliers” or “marginal propensities to im- 
port,” etc—can be viewed only with 
great concern. Their direct application, 
moreover, to business-cycle policy makes 
them especially objectionable. These al- 
leged models do not at all fulfil the neces- 
sary and well-established criteria that 
must be observed when setting up mathe- 
matical models. Moreover, here as in 
economics generally, the word “theory” 
is used in a sense much too pretentious 
when we compare it, as we must, with the 
requirements of a theory in the sciences. 

It is not so much because current the- 
ories—whose empirical bases are not 
clearly discernible—contradict one an- 
other that the investigator of the trans- 
mission of business cycles from country 
to country is deprived of valuable help. 
The matter is much more serious in that 


3 For a discussion of this see the forthcoming 
“Theory of Games and Its Application to Economics 
and Sociology” by John von Neumann and Oskar 
Morgenstern, to be published by Princeton Uni- 
versity Press. 
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the same facts undoubtedly admit of 
several possibly fairly consistent, but 
mutually exclusive, theoretical interpre- 
tations. This is certainly true even for 
national cycles. This is likewise the most 
obvious impression anyone who examines 
the available international material must 
get. 
At best, some of the current theories 
purporting to explain the fluctuations of 
a closed national economy have the char- 
acter and undoubtedly significant value 
of heuristic theories; but from the inven- 
tion of a preliminary heuristic procedure 
to the establishment of an exact theory 
is still a big step. 

In view of this situation it is obvious 
that an examination of the much wider 
question of how the propagation of cycles 
from one country to another works will 
yield surprisingly much if it leads to some 
heuristic surmises or if it gives greater 
plausibility to some of those contained in 
the current casuistic treatment of the 
subject matter. Before even this can be 
attempted, however, the problem has to 
be formulated; and for that purpose the 
statistical material that relates to it has 
to be examined and enlarged. 

Consequently, we turn next to these 
two matters, which we treat briefly in 
conjunction with each other. The reader 
will no doubt be conscious that if, in the 
following, we speak of a “formulation of 
the problem” we do not wish to suggest 
that we shall achieve more than to cir- 
cumscribe what might intuitively seem 
to be the problem after an inspection of 
humerous time series, bearing in mind 
our general knowledge of a cycle in a 
closed economy. A formulation of the 
problem in the sense that a rigorous, i.e., 
ultimately mathematical, theory could 
be established has certainly not been 
achieved, even for the much narrower 
held of the fluctuations of a closed econ- 


omy. This does not in the least diminish 
the value of those descriptions of the 
problem of business cycles which scholars 
have achieved after painstaking investi- 
gation of their material. Their value is 
best illustrated, as in the case of the work 
of Wesley C. Mitchell, by the fact that 
this better intuitive knowledge of the 
subject matter has quickly given rise to 
a systematic search for further definite 
material and to the development of new, 
although still simple and necessarily pre- 
liminary, techniques for the statistical de- 
scription and measurement of the various 
phenomena. 

A similar observation could hardly be 
made about the purely deductive ap- 
proach which gives rise only to more ver- 
bal discussion about notions whose rela- 
tion to the empirical phenomenon is hazy 
and uncertain. In the present stage of 
business-cycle research the fruitfulness 
of the several approaches can be gauged 
less by the attainment of particular the- 
orems (for reasons given above) than by 
the increase of our knowledge through 
the establishment of new scientific facts 
and by placing them in relation to other 
facts which already play a role in our re- 
searches. 

The great divergence of business-cycle 
theories is largely to be attributed to the 
inadequate description of the phenomena 
which the theories profess to explain. 
The inadequacy is, of course, merely rela- 
tive to the tremendous task. No doubt 
our knowledge has greatly improved dur- 
ing the last thirty years; but, as long as 
the same set of facts admits of widely 
differing explanations, our information 
must still be woefully short. 

We refrain here from presenting or ex- 
amining the few theoretical attempts 
that have been made. They are ably and 
extensively discussed by Haberler.* The 

4 Op. cit., chap. xii. 
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careful reader of that chapter will note 
that there is much less definiteness in the 
exposition of the numerous possibilities 
which the different theories permit than 
in the earlier parts of his book. This is 
not surprising and is fully realized by the 
author. It is due to the fact that in the 
discussion of economic fluctuations re- 
stricted to a closed economy many alter- 
natives can generally be excluded be- 
cause of our empirical knowledge. In the 
international field this is not yet the case, 
chiefly because there is so little empirical 
experience to go on. Hence a casuistic 
enumeration of many possible forms of 
interaction between economies is the best 
that can be achieved under these circum- 
stances. Since we do not profess to have 
a better means of selecting certain of 
them before the empirical investigation 
has been carried further, we do not pro- 
pose to follow up this matter. We also 
believe that a further elaboration of this 
casuistic approach is hardly called for, 
though it could easily be done. 

For the phenomenon of international 
influences the mere comparison of simul- 
taneous fluctuations in different coun- 
tries, while an indispensable first step in 
attacking our problem, is not enough. 
From the fact, if it should turn out to be 
one, that certain cycles occurred during 
the same period in various countries, 
nothing follows at first as far as their 
transmission is concerned. But this pre- 
liminary step is the first that has to be 
taken. This paper deals chiefly with the 
general aspects of these questions. 

In the case of the international trans- 
mission of cycles or, more broadly, of eco- 
nomic fluctuations, since a transmission 
of the entire cyclical variation posits a 
more complex problem than that of, say, 
specific crises, the factual background is 
little explored. Therefore, the primary 


task must be to provide new material and 
improve that already existing.’ Without 
a full study of the comparative, often 
nonstatistical history of business cycles 
in the major countries it is futile even to 
try to circumscribe the problem of their 
transmission or interrelatedness. As in 
all instances of the development of sci- 
ence when this was the situation, much 
time must elapse before fundamental in- 
sights can be obtained. 

Until such a state has been reached, 
much patience is required. But this is 
certainly not worse than what had to be 
encountered innumerable times in those 
sciences which are far ahead of econom- 
ics, such as physics and astronomy. 
Those unfortunately still numerous econ- 
omists who object to the endeavors of 
collecting more and more material upon 
which ultimately new theories shall be 
built are invited to familiarize them- 
selves somewhat with the tremendous 


5 It is beyond the scope of this paper to enumerate 
and discuss available time series—those we have 
already collected and those we expect to collect in 
the future. Suffice it to say that the purpose must 
be to obtain detailed coverage of the principal eco- 
nomic activities of at least the four major countries 
(United States, Great Britain, France, and Ger- 
many) for as long periods as possible. By this means 
it is often possible to establish monthly data ex- 
tending approximately from 1870 to 1939. The 
series comprise short- and long-term interest rates, 
exchange rates, stock-market prices and transac- 
tions, monetary circulation, capital issues for do- 
mestic and foreign account, gold movements, clear- 
ings, prices, shipping rates, etc. The institutional 
background of each set of statistics must be deter- 
mined to insure comparability. Frequently the 
possibility of new series becomes apparent, although 
their collection would require efforts of such magni- 
tude that the task could be performed only with the 
co-operation of many scholars interested in this 
field. In such a case a preliminary historical (non- 
statistical) description will have to serve as a sub- 
stitute. 

The poverty of the material need not be explained 
any further. The data are so few or so crude that 
at best they can show only the broadest outlines of 
the phenomenon. 
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wealth of laboriously established precise 
numerical facts upon which the great 
theories in the physical sciences rest.° 
Just as the majority of economic theories 
cannot remotely compare with the exact 
theories in these fields, so there is as yet 
equally no comparison regarding the fac- 
tual knowledge. Frequently, revisions of 
physical theories came about when new 
facts—often small and seemingly unim- 
portant—were found which could no 
longer be fitted into an existing theoreti- 
cal construct. How often have economic 
theories been changed for such reasons? 
However, there is absolutely no reason 
why this same process should not develop 
gradually in economics, though we are 
still far from this stage at present. 

If the field to be investigated is ex- 
tremely large, almost forbiddingly great, 
as it must be in our case, it seems that a 
principle of selection is required by which 
to proceed in assembling the statistical 
and historical material. The danger that 
the investigation might be lost in irrele- 
vant detail surely exists, but it should not 
be exaggerated. We are sufficiently well 
informed about some essential traits of 
the cyclical behavior of national econo- 
mies to develop a first program for inter- 
nationally comparable statistics. But it 
isnot necessary to prejudice the investi- 
gation from the beginning by adherence 
to preconceived theoretical ideas. Our 
general experience, which tells us that 
crises have often been transmitted from 
one country to another, as well as the 
various scattered accounts of how this is 
supposed to have happened, gives enough 
of a lead for a start. Once the investiga- 
tion is in process, new questions will rap- 
idly present themselves, thus broadening 


‘A comparison of an issue of, say, the Aséro- 
physical Journal with any economic periodical will 
make this point amply clear. 


the scope in both statistical and analyti- 
cal directions. It should be clearly under- 
stood that any distinction between the 
important and unimportant material al- 
ready presupposes exactly so much 
knowledge as is necessary in order to 
make it at all. If this knowledge does not 
exist, however, a priori notions of what 
is important are not of great value. Be- 
sides, very often exactly the facts which 
were held to be “unimportant” at one 
time turned out later on to be of primary 
significance, and this may very well re- 
peat itself. Therefore, caution is neces- 
sary in making such statements. But 
new criteria, unknown at the outset of 
the investigation, will rapidly emerge. 
For these reasons it is obviously legiti- 
mate to proceed at first in an opportunis- 
tic manner; we may be confident that in 
due course an improved procedure will 
evolve. These remarks probably suffice 
as an apology for our attitude regarding 
our task, if any apology is needed. 


II, TRANSMISSION OF SHOCKS 
AND CYCLES 


We are interested primarily in first de- 
scribing and then interpreting the érans- 
mission of economic fluctuations from 
one country to another. This is evidently 
a much more complicated enterprise than 
merely to compare the cyclical behavior of 
various important economies. The for- 
mer will, however, become a by-product 
of the latter, if we are at all successful in 
our undertaking. 

Obviously, fluctuations need not be 
transmitted from one country to an- 
other. The countries may have such 
weak links that whatever stimulus is re- 
ceived by one is easily and entirely swal- 
lowed up by the much stronger domestic 
forces. Yet for other reasons there may 
be a great similarity in the nature and in 
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the timing of their cycles, and a superfi- 
cial inspection of the statistical materials 
might support any number of hypothe- 
ses. Comparison of the similarity of un- 
connected, different cycles in various 
countries has at least the great merit of 
increasing the number of cases upon 
which generalizations about economic 
fluctuations might be based. We study 
successive cycles within one country and 
try to generalize about them, although 
we have to bear in mind ultimately that 
they are interrelated and that structural 
changes may have occurred. These same 
factors have, naturally, also to be con- 
sidered when comparing cycles of differ- 
ent countries in which the differences of 
the institutional setup probably weigh 
heavier than their (unknown, or only 
partly known) interrelatedness. 

If it is at all true—and we have strong 
reasons to believe it is—that every econ- 
omy at a certain stage of development 
(i.e., a business economy with extensive 
use of money and credit) necessarily ex- 
hibits rhythmic fluctuations, then it is 
not surprising always to find several 
countries in the same phase of the cycle, 
especially if there are many such coun- 
tries. This is, indeed, what the ‘‘conspec- 
tus of business cycles”? shows. It consti- 
tutes valuable information because it 
tends to corroborate the above thesis. It 
does not do more. In particular, it does 
not allow us to determine which cycles 
of these countries, being in the same 
phase, are caused by separate forces, by 
the same force affecting them together, 
or are transmitted by some to others, 
which may or may not belong to the same 
group, i.e., which are in the same phase. 
If a transmission is assumed, then the 
fact that some countries actually are in 
the same phase for the major part of the 


7Cf. W. L. Thorp and Wesley C. Mitchell, 
Business Annals (New York, 1926). 





cycle would even be quite perplexing, be- 
cause it would involve further assump. 
tions about the, presumably high, speed 
of the transmission (regarding this point, 
cf. Sec. ITI). Hence, even if no simulta- 
neous movements can be observed, trans- 
mission may yet have taken place. This 
brings us to a study of lags and leads, 
which instantly opens up a host of new 
and difficult questions, some of which 
we shall subsequently mention briefly.' 
These problems influence significantly 
the scope and direction of the statistical 
investigation. 

It must be well understood that the 
study of the transmission of cycles funda- 
mentally involves a far-reaching assump- 
tion for which we are not yet prepared. 
We wish to point out three difficulties 
which lie in the application of the notion 
of the cycle: 

1. Let it be understood that we should 
achieve a great deal if we succeeded in 
determining how an erratic shock (e.g., 
panic, war, inflation), imparted by one 
country to another, is likewise experi- 
enced by it as a shock, then absorbed. 
It will apparently make a big difference 
whether this positive or negative shock 
comes during an upturn or a downturn, 
which part of the economy is directly af- 
fected, and what the magnitude and du- 
ration of the shock is.* Evidently, these 
variables may assume a very great num- 
ber of values, and one should be able to 
describe them fully. 

2. Such an isolated shock could give 
rise to a full cycle in the receiving coun- 
try (this may, for example, be quite typi- 
cal if the origin of the disturbance is a 
war). In a limited sense we would then 
be tempted to speak of the transmission 

® They will be dealt with in extenso in another 
publication. 


* Sometimes it will be of an extreme nature (cf. 
Sec. ITT). 
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of a cycle,’® while in fact a cycle was 
merely induced by a much shorter move- 
ment, itself noncyclical. This is certainly 
amore complex form of relationship be- 
tween the two countries than if the shock 
causes only internal disturbances in the 
second country, as random in nature as 
the initial happening in the first country. 

3. We may assume that the complete 
cycles of two or more countries are de- 
pendent upon one another. This would 
entail dependency, phase by phase, with 
some constant or varying shift in timing 
and with effects running from almost 
complete parallelism to almost complete 
inversion of phases in the two countries. 
As must be obvious under this assump- 
tion, very much more is implied than in 
the preceding two cases. The elements 
whose variations have to be studied have 
multiplied enormously. Quite naturally a 
very close form of contact between the 
respective countries must be assumed, 
and, in order that this assumption may 
become manageable in a scientific inves- 
tigation, the nature of the contact must 
be made fully explicit. One is hardly in a 
position to do this in the current state of 
affairs. The assumption of continuous in- 
fluence throughout the two cycles in the 
two countries is, while strong, weaker 
than the assumption that this influence is 
itself variable, i.e., the closeness of this 
(continuous) contact can itself be subject 
to cyclical variations. There is no point 
in going into the intricacies of the pos- 
sible situations that may arise in that re- 
spect here, because their significance 
could be determined only upon empirical 
grounds. But the work has not yet been 
carried far enough in that direction. 
However, this does not exclude the desir- 
ability of investigating schematically a 

"* However, it is preferable to reserve this term 


for the third case. Here one could speak of a “shock- 
induced cycle.” 





INTERNATIONAL SPREAD OF BUSINESS CYCLES 293 


few of the various types of contact be- 
tween business cycles, even before an ad- 
equate empirical basis has been estab- 
lished. 

The conspectus referred to above deals 
only with timing. We now use reference 
dates of turning-points for the individual 
countries rather than the indexes of “‘gen- 
eral business conditions.”’ These latter 
are, of course, expressed to some extent 
by the former. The reference dates are 
set by the methods developed by the Na- 
tional Bureau of Economic Research and 
have proved extremely valuable for the 
examination of time series, which relate 
predominantly, if not exclusively, to eco- 
nomic activities within one country 
alone. They do not tell us anything 
about the quantitative side of the com- 
posite phenomenon as such, save in the 
negative sense that minor fluctuations 
are necessarily left out of account. Am- 
plitude measurements are made, how- 
ever, for individual series, but this does 
not easily yield quantitative measure- 
ments of the entire composite phenome- 
non. An international comparison, how- 
ever, will have to deal largely with quan- 
titative issues, much in the sense in which 
the expansion of fluctuations in a limited 
field of economic activity within one coun- 
try depends chiefly upon the magnitude 
of that disturbance. But it depends also 
upon the place where it occurs and upon 
the phase of the cycle. Indeed, it is the 
combination of these three factors that 
makes up the understanding we may 
have about the way in which a disturb- 
ance, e.g., within the monetary sphere, 
is transmitted to producer-goods indus- 
tries, to wage-earners, etc. A mere dating 
of these occurrences, neglecting the quan- 
titative side of the changes, would not 
help much in comprehending, or merely 
in describing adequately, the propaga- 
tion of impulses within a national econ- 
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omy." This is why the methods must be 
extended. 

It can be argued that the international 
transmission of cycles will have to be 
studied somewhat in the same light. 
But another difficulty arises which can 
be discussed here only briefly because 
it will require extensive investigation 
when the entire program is carried out. 
The notion seems to exist that the vari- 
ous national economies somehow as a 
whole come into contact with other na- 
tional economies and influence them. 
The economy of country A is considered 
to be a closely knit unit that must be 
compared with the other similarly char- 
acterized unit of country B, and so on. 
This is certainly the prevailing notion in 
the theory of international trade, and it 
is a natural outgrowth of the theoretical 
attitude in economics in general. There 
the endeavor has been to determine the 
interdependency of the various markets 
constituting the national economy with 
the aid of several techniques which need 
not be discussed here. If general business 
indexes or reference cycles of different 
countries are compared, then we have a 
primitive statistical expression of this 
notion. We shall argue that it is inade- 
quate, though at first of some interest. 

Even a superficial inspection of the 
records shows that some countries come 
most closely in contact through external 
trade, often only in some primary com- 

*t The spread of business cycles within a closed 
economy must, of course, be the primary subject of 
any theory of cycles. But the theories have not 
always been looked upon as having to explain the 
phenomenon of the cycle under this angle. Obvious- 
ly, this would involve the study of lags and leads 
above all; yet certain writers, such as J. M. Keynes, 
even exclude lags, expressis verbis, from their con- 
siderations! The study of domestic spreads is 
made the center of the book by Dag Hammar- 
skjéld (op. cit.), which, unfortunately, suffers from 


a very involved exposition, due also to the adoption 
of a primitive and cumbersome algebraic treatment. 
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modities or through lending operations, 
direct investments, labor migration, etc. 
Not every one of these possible and nu- 
merous channels of interaction need be 
active at the same moment of time, and 
their significance may undergo great var- 
iations even within one business cycle, 
It will therefore be necessary, in an ex- 
tensive study of the interactions of dif- 
ferent national business cycles, to isolate 
the most important channels and to de- 
termine in each case which were those 
through which influences made them- 
selves chiefly felt. It would, of course, be 
helpful and simplify matters considera- 
bly if it could be established that the 
channels remain stable wherever they ex- 
ist, or that at least some sort of system- 
atic change in their use occurs when the 
“world economy” unfolds more and more 
as time goes on. 

Such an assumption, however, is not 
permissible at present. Instead, it is nec- 
essary to survey the possibilities statisti- 
cally in the principal directions. This is a 
laborious undertaking because of the 
many possibilities, the number of coun- 
tries, and the length of the period to be 
covered. But there seems to be no other 
way open. 

Still another form of contact exists; 
the process of imitation. Difficult to es- 
tablish statistically, it is of great impor- 
tance, especially in the financial field. 
Various psychological theories for nation- 
al business cycles have been offered (and 
may be considered as partial explana- 
tions). In the international field, too, 
there is wide room for the play of psycho- 
logical factors. A brisk upward move- 
ment of stock-market prices and interest 
rates in one great financial center has 
often caused similar price rises elsewhere, 
though there may have been little direct 
physical connection between the move- 
ment on the “leading” market and on 
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the others.” Yet there is a case of trans- 
mission by imitation that sometimes an- 
ticipates expected physical effects in the 
way in which expectations operate in 
such instances. 

Although the point must not be over- 
stressed, the psychological infection can 
proceed very rapidly. Simultaneous (or 
almost simultaneous) turning-points (es- 
pecially upper turning-points) in differ- 
ent countries might sometimes be ac- 
counted for in this manner when there 
were as yet no visible signs of a transmis- 
sion through more familiar physical 
channels. 

Finally, we should note the possibility 
that a given country is exposed to influ- 
ences emanating simultaneously from 
several other countries, each influence be- 
ing comparatively weak and some even 
canceling one another at a given mo- 
ment of time. However, if the impulses 
themselves are continuous or at least 
rather regular, they may occasionally— 
perhaps even periodically—cumulate in 
an internationally induced cycle in the 
economy of the country in question. 

This is a complicated hypothesis which 
cannot yet be put to the test. It is ad- 
vanced occasionally by certain writers in 
the field of business cycles who assume 
that the general cycle may be induced by 
the relatively independent cyclical move- 
ment of a great number of subsidiary eco- 
nomic activities. Phenomena of this sort 
are also encountered in physics, where 
they are susceptible of mathematical 
treatment—a feature which would tend 
to make them attractive. At the same 
time we should do well to remember that 
mathematical business-cycle theories 

"The New York Stock Exchange opens during 
the closing minutes of the London Stock Exchange 
and generally takes its lead from the closing prices 
there. The London Stock Exchange, in turn, starts 


with the information of the previous closing prices 
on New York, etc. 
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must be viewed with great skepticism at 
the present time. 


Ill. TYPES OF CONTACT AMONG 
NATIONAL ECONOMIES 


As a working hypothesis we neverthe- 
less make one restrictive assumption 
which seems tolerably well founded in 
our general “external” or “intuitive” 
knowledge of the interaction of the econ- 
omies of different countries: that two or 
more modern economies may be more 
closely related to each other in certain 
limited strata than they are related to 
other strata within the economy to 
which they belong. We would, therefore, 
discard the notion that each economy is 
a very definite unit and as such somehow 
enters into relation with another which 
is again a definite unit. Instead, we con- 
ceive of the possibility that certain 
spheres of two national economies, say, 
because of their similar functions, may 
represent much more of a common struc- 
ture than the structure which the same 
sphere forms with some others of its own 
economy."? This need not be extended so 
far as to force upon us the very vague 
idea of a world economy, since, as im- 
plied above, the partly direct relation- 
ship may or may not exist and may even 
refer only to a single sphere out of a great 
number. 

These observations have a bearing 
upon the way regional fluctuations with- 
in one country may be transmitted 
throughout the entire area. Indeed, the 
study of regional differences of the busi- 
ness situation within a sufficiently large 

"3 Obviously, the word “sphere” or “stratum” 
is used loosely, so far. But it is clear that in all 
writings on business cycles, one does separate such 
spheres without too many qualms. One speaks, 
e.g., of “capital markets” and “consumers-goods 
markets,” each designating a fairly well-established 
group of activities. We shall say more about it later. 
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country" could give some valuable clues 
for the proper approach to the problem 
on the international scale. There can be 
little doubt that, despite permanent dif- 
ferences of interest rates, the money mar- 
kets of New York and San Francisco are 
more closely related than the New York 
money market is to the New York cloth- 
ing industry or building trade. The same 
applies, mutatis mutandis, to San Fran- 
cisco and the respective industries of that 
city. 

Much of this runs parallel, of course, 
to the topics dealt with in the introduc- 
tions to the theory of international trade, 
in which one is concerned with determin- 
ing what constitutes the essential differ- 
ences between two national economies 
(currency, tariff, different sovereignty, 
etc.). The difficulties of distinguishing at 
all unambiguously between various coun- 
tries with free individual enterprise (for 
the purpose of the theory of international 
trade) bespeak a fairly deep-lying prob- 
lem that must be faced. 

The better developed the two national 
economies that come into contact with 
each other are, the more numerous will 
these channels be. But they will not all 
have the same significance. If country A 
imports from country B a given raw ma- 
terial, it will certainly be susceptible to 
the fluctuations in the output of that raw 
material. But this raw material is only 
one of many and perhaps enters into 


many different uses in country A; hence. 


there is widespread diffusion of these fluc- 
tuations which it will be very hard to 
trace and to isolate, unless they are of ex- 


™ There are various cases of such studies, but 
they have not developed any generally applicable 
methods, as far as one can judge. Nevertheless, they 
may be consulted with profit. It is clear that this 
regional transmission is a different and more compli- 
cated phenomenon, though related to it, than the 
above-mentioned transmission from one industry to 
another. 


ceptional magnitude. It would be natu- 
ral to consider larger groups of commodi- 
ties as units in order to avoid these diffi- 
culties; but then, by forming vast aggre- 
gates, which are now unfortunately again 
in great favor among economists, new 
difficulties are created which are prob- 
ably just as serious. All relate to the ob- 
literating and veiling of precisely those 
finer quantitative distinctions which 
are essential in any study of business 
cycles. 

But there is one field where practically 
all economies that can be considered 
parts of the world-wide interaction es- 
tablish a very close interrelation—the 
financial markets. They will have to be 
studied first and in great detail over long 
periods if a systematic attempt is made 
at discovering the mechanism, if it exists 
at all, of the transmission of cyclical vari- 
ations among economies. 

Now it could be argued, especially 
when the world was on the basis of the 
gold standard, that this mechanism is 
well known and that it has been ade- 
quately described by the theory of for- 
eign exchange and the theory of interna- 
tional trade. This view cannot be ac- 
cepted. The two theories are essentially 
static; besides, the latter still uses essen- 
tially very antiquated concepts of labor 
value as its very foundations.’ 

In particular, we do not see any possi- 
bility of using in such an investigation 
the frequently encountered notion of an 
“international monetary equilibrium” 
(or “international trade equilibrium”). 
It would lead too far afield fully to pre- 


*s Sometimes they are presented with the aid of 
the indifference-curve technique. This remains an 
irrelevant transcription, and the basic current theo- 
rems of exchange between countries (especially 
when assumed to act as units) do not do justice to 
the problem. Instead, a very different treatment is 
required (for this cf. von Neumann and Morgenstern, 
op. cit., chaps. i and xi). 
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sent the reasons for this restriction, 
though they are simple. They are not so 
much concerned with the fact that there 
are continuous changes and perpetual 
fluctuations, while this in itself would be 
of great significance. They derive rather 
from the contention that the present 
state of economic theory simply does not 
justify the extension of the concept of 
equilibrium to such tremendous objects. 
If, as one must, one applies rigorous cri- 
teria, one realizes that even for a closed 
economy the present theory of general 
economic equilibrium rests on a weak 
basis and presents at most a goal and an 
ideal rather than an achievement of eco- 
nomics. Therefore, our objection is not 
the usual one, namely, that the theory of 
economic equilibrium is too far removed, 
too abstract, to be directly applicable. 
Our objection goes further: we doubt 
that the theory has been properly devel- 
oped even on its own abstract level.” 
Moreover, the current static exposi- 
tions of the theory of international trade 
have not given rise to many elaborate 
and exact statistical investigations;*’ in- 
deed, in some instances not even the most 
obviously needed statistical series had 
been collected and published. Conse- 
quently, it remains doubtful on what fac- 
tual basis, other than the more or less 
casual experience of most writers in these 
fields, the far-reaching statements rest. 
That does not mean that we have no 
knowledge about international financial 
transactions, but it does mean that that 
knowledge is not available in a form suit- 
ed for our purpose of determining how 
cyclical fluctuations are transmitted. 


‘The reasons are stated in detail in “Theory of 
Games,” chap. i, esp. sec. 2.5. 


‘7 A good theory in any field automatically calls 
for further empirical investigations. If the theory is 
particularly fruitful, often entirely new facts will be 
uncovered. 
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The theory of the mechanism based on 
the gold standard gives a plausible gen- 
eral idea but has not been statistically 
verified. Nor has it been shown that this 
is, indeed, the only, or even the principal, 
mechanism that operates in the financial 
field. Our interest, fortunately, does not 
lie chiefly in using this or any other mech- 
anism from the outset. The task must 
be much more modest at the beginning, 
though the ultimate goal would be big- 
ger. 

Assume, then, that we had succeeded 
in discovering a mechanism through 
which a transmission of cycles can oper- 
ate, or even that we had found several 
such mechanisms. There would still re- 
main the further question as to the pos- 
sible changes to which these mechanisms 
can be subjected. In other words, it can- 
not be assumed that there are no further 
dynamic phenomena to be taken into ac- 
count. This is evidently not identical 
with the quantitative variation of the 
factors through which each given mecha- 
nism must operate. Here the question is 
whether or not a transition from one (in- 
stitutional) setup to another occurs, each 
involving its own varying quantitative 
relationships. The possibility has to be 
taken into account that each mechanism 
will stand only a certain maximum of 
variation of factors without breaking 
down and causing another one to take its 
place. In these cases these maxima would 
have to be determined. 

The contacts between cycles in differ- 
ent countries can therefore change (a) be- 
cause of the more or less intensive use of 
the facilities offered by a given mecha- 
nism of transmission or (6) by transition 
to another technique, where again the 
possibility of (a) may be given. 

At present we know of no way to ex- 
press these changes adequately and to de- 
termine the various degrees of stability 
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prevailing within these possible mecha- 
nisms. But it is important to bear all 
these problems in mind from the very 
outset, because the knowledge of such 
numerous possibilities will avoid the mis- 
take of generalizing too quickly within a 
framework that would ultimately prove 
far too narrow. However, for the time 
being and for a long time to come, we 
shall be confronted with the humble task 
of describing accurately what has hap- 
pened during the last seventy or eighty 
years. 

We must also mention the speed of the 
transmission of fluctuations for each 
given mechanism. Obviously, it will dif- 
fer greatly with the various spheres. The 
speed is great in the major parts of the 
financial field, possibly also in the area of 
some foreign-trade transactions, slower 
as far as emigrants’ remittances are con- 
cerned, definitely slow in the case of di- 
rect investments (though these latter 
two are “financial” operations!), etc. In 
each case many observations must be 
made that have a direct bearing upon the 
statistical requirements that must be ful- 
filled. We mention only one: If the speed 
is likely to be very great, then the data 
should be for a time unit shorter than the 
reaction period. Clearly, this will be dif- 
ficult, if not impossible, in those impor- 
tant cases where arbitrage plays an effec- 
tive part. But as a general desideratum 
it is enough to state that there can be no 
simple criterion as to what constitutes 
satisfactory data in respect to the time 
intervals used. 

Generally, the speed of reaction (inci- 
dentally, something the ordinary equilib- 
brium theory has not been able to formu- 
late properly for its much narrower field) 
may vary little, but it may be extremely 
susceptible to changes in the magnitude 
and/or the persistence of change in any 
one field of activity within another econ- 
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omy. We know almost nothing about 
this, though it would not be difficult to 
make some plausible surmises; however, 
it would lead too far to enter upon this 
further now. This much may be ob- 
served: If, in a field where speedy reac- 
tion is characteristic, a random fluctua- 
tion occurs, which is of considerable mag- 
nitude compared to others, then a suc- 
cessful elimination of random disturb- 
ances from the data by statistical tech- 
niques where such techniques are applied 
might even do considerable harm (for a 
similar observation cf. below, Sec. IV). 
The remaining “‘corrected” data of other 
series of the same country or of the same 
series but belonging to another country 
would show changes which it would be 
impossible to explain unless the eliminat- 
ed phenomenon were again accounted 
for. 

As one result of the formation of ag- 
gregates, one is led to expect at given 
times a clear-cut flow of influences in one 
direction only, e.g., an expansion in 
country A is strengthened by the condi- 
tion of country B. This could take the 
form of gold flows into country A, which 
would further stimulate activity there. 
But one must not exclude the possibility 
that at the same time within the same 
financial sphere movements go in the op- 
posite direction, e.g., long-term capital 
moving from country A to country B or 
immigrants’ transmittances being trans- 
ferred in the direction opposite to the 
flow of capital destined to be invested on 
an active stock exchange. Indeed, some 
of our more detailed statistics (and other 
information of a nonstatistical character) 
seem to support such a possibility. This 
situation is likely to prevail in the finan- 
cial sphere, where the various channels, 
though they communicate very much 
with one another, often relate to widely 
different activities (even within one and 
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the same country). Where it occurs, this 
phenomenon expresses the widely differ- 
ent functional relationships that exist for 
financial operations. 

We do not intend to pursue this mat- 
ter further here. It will require careful 
and detailed scrutiny. We introduced it 
merely in order to point out that a fur- 
ther complicating factor exists which can 
assume major proportions. It is, appar- 
ently, not considered at present, and one 
may doubt that, with the limited tech- 
niques and the insufficient material used 
so far, it could have been observed."* The 
study of total balances or other similar 
aggregates will evidently not yield infor- 
mation about all this. If one should re- 
strict one’s self to them, one is likely to 
omit significant factors that have a direct 
bearing upon the nature of the interac- 
tion between the affected countries. 

These few remarks, which are merely 
suggestions of a wide and complicated 
field of study, must suffice here. They 
serve to indicate problems that sooner or 
later will have to be taken into account. 
The same questions appear, of course, in 
every study of a closed national econ- 
omy; and, though they are far from fully 
investigated there, it may temporarily 
serve our purpose to deal with the data 
as they come, and they come badly 
enough. 


IV. SENSITIVITY TO IMPULSES 


We are now ready to formulate our 
task in this manner: Given are two (or 
more) national economies, connected 
with each other through several chan- 
nels, which can be ordered, at any given 
period, beginning with those where the 
connection is close, speedy, and general 


_One would expect to find similar tendencies 
within a closed economy. On occasion writers have 
pointed out such occurrences, but they did not 
elaborate on them. 
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and ending with those where it is loose, 
slow, and special. Each economy is ex- 
posed to the forces that cause its own 
business cycles. The forces may, for ex- 
ample, be monetary in both economies, 
springing from an inherent instability of 
the monetary and banking system. 
A priori, it is unlikely that absolute par- 
allelism in these autonomous movements 
would prevail between any two coun- 
tries. 

Therefore we ask: How can one for 
any separate field (as, e.g., the total 
credit volume) isolate the autonomous 
(national) from the internationally in- 
duced changes? The statistics (our chief 
practical material) show the foal phe- 
nomenon, which is a composite of these 
two groups of influences. Their separa- 
tion would be similar to that which de- 
mands the disentanglement of various in- 
fluences working upon a given series 
within one country alone. Only if this 
problem had been solved and if appropri- 
ate and powerful methods were available, 
could one hope to take the additional and 
certainly much bigger step. 

With all due regard to the work so far 
done, these aids are not available. Even 
where such familiar questions as the sep- 
aration of seasonal, random, and trend 
fluctuations from cyclical for a single se- 
ries are dealt with, much uncertainty 
still prevails. The reason is, of course, 
that these questions are not simple at 
all.*® Very similar problems, which, how- 


*9 Up to the present time the clearest and most 
penetrating treatment of the chief logical and tech- 
nical difficulties involved in the decomposition of 
time series is to be found in the first chapter of 
A. Wald, “Berechnung und Ausschaltung von 
Saisonschwankungen,” Beitrdége sur Konjunktur- 
forschung, Vol. TX (Vienna: Austrian Institute for 
Business Cycle Research, 1936). 

Wald distinguishes between the “external” and 
the “internal” definitions of the various compo- 
nents. He shows that it would be necessary to pre- 
sent externa! definitions in such a form that quanti- 
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ever, have been sharply formulated, oc- 
cur in physics where their attempted so- 
lutions required the creation of new tools 
of analysis which involve very deep-lying 
mathematical theories. The economist 
has little business at present to look in 
that direction, because his subject mat- 
ter is still so badly described and so poor- 
ly known that the attempted use of these 
tools (which here need not be specified 
further)” is entirely out of the question. 
A much cruder task is to be done in the 
majority of cases; and, since the tools 
must be appropriate, they, too, are to be 
crude. There is no point in trying to dig 
a mine with the fine instruments of a den- 
tist; instead, one is more likely to use dy- 
namite and steam shovels. The rest 
comes much later, and probably not in 
our lifetime. 

It will therefore remain a distant goal 
to separate clearly and unambiguously 
(i.e., quantitatively) the national and the 
international influences. Sometimes, 
when unusually favorable conditions pre- 
vail, we may be able to approach this 
goal a bit closer, but this will remain the 
exception. 

It must be emphasized again and 
again that the primary task remains to 
collect and sift the material and thus to 


tative significance could be attributed to them. Of 
course, we are far from being able to do this in eco- 
nomic statistics even in the much-studied field of 
seasonal variations. In the analogous case requir- 
ing segregation of: the international component in 
the variations of our data we must first supply ex- 
ternal descriptions and show that a strong case for 
their plausibility can be built up. 


2°Such attempts have been made; they were 
abortive. The whole matter is, of course, closely 
related to the above-mentioned abuse of model 
sequences. This is the statistical equivalent. It is 
strange to see how economists do not fear to march 
along where great mathematicians hardly dare 
tread. The results are accordingly not very helpful. 

A discussion of the logic of decomposition of time 
series would lead too far here; it will be undertaken 
elsewhere. 


improve the descriptive knowledge of the 
economic processes. One should not feel 
ashamed that this is still the major actiy- 
ity in economics—indeed, in almost all 
fields nf economics. 

Finally, it would clearly be desirable 
to devise measures expressing the extent 
to which the economy of one country is 
linked to that of others. Frequently the 
attempt is made to determine this extent 
by calculating export and import quotas, 
ie., exports and imports as percentages 
of production, consumption, etc. They 
certainly give some indications; but, be- 
cause they admit of a rough though rea- 
sonable interpretation only when longer 
intervals (say four to five years as a mini- 
mum) are computed, they will not con- 
tribute much to the understanding of cy- 
clical phenomena, which are often of 
shorter duration. This does not exclude 
the possibility that more satisfactory 
measures can be found. Indeed, it is to 
be hoped that a systematic investigation 
of the international spread of cycles will 
yield such measures. But it is not feasi- 
ble to discover them before a large 
amount of material has been gathered 
and studied. 

Determining the significance of foreign 
trade for one country does not, eo ipso, 
convey any information about the coun- 
try’s significance for the rest of the world 
or even for the countries it affects. The 
familiar case of the United States comes 
to mind here: While this country is not 
so dependent upon its imports and ex- 
ports as, say, Great Britain or, to a still 
higher degree, Belgium, it is, on the other 
hand, of primary importance for scores 
of other countries. Even a satisfactory 
measure of the dependency of the Amer- 
ican economy upon those of other coun- 
tries would not supply this additional in- 
formation. It can easily be seen that a 
very complicated set of additional meas- 
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ures would be required in order to express 
all these relationships simultaneously 
and to register the changes occurring 
throughout sufficiently brief intervals of 
time. 

If we separate economic activities ac- 
cording to the degree of their relatedness 
to the same or other activities in another 
country, we could also say that we have 
picked out those activities which are sen- 
sitive to international influences. We 
would then be using a terminus that is 
accredited among economists and statis- 
ticians. They distinguish, e.g., between 
sensitive and insensitive (rigid) prices, 
and they measure their “flexibility.” 
(All this is, in ultima analysi, related to 
the notion of elasticity, e.g., of demand.) 

It seems advisable, however, not to 
use this terminology freely, because it is 
beset with many difficulties and a great 
deal of vagueness that seem to have es- 
caped attention so far. In order to classi- 
fy reactions as more or less “‘sensitive”’ 
to given influences, the strength and con- 
linuity (or frequency) of the force operat- 
ing upon the elements whose “‘sensitive- 
ness” is to be determined must be de- 
scribed and measured. It is often not 
even clear what the operating forces are, 
let alone the measurement of their 
strength and that of the other factors 
which counteract or support them. 

If we observe that of two economic 
quantities one moves in wider amplitude 
than the other or more frequently withina 
unit of time, it does not in the least give a 
clearer meaning to the statement that the 
first is more “sensitive.” We must ob- 
serve more. It may be that the forces 
operating upon the latter have been in- 
comparably weaker or occurred less fre- 
quently and that it responded well to 
them. 

If one accepts mechanical notions of 
action and reaction, as is generally the 


case in economics, then the equivalent 
statistical measures must be in harmony 
with them. Our contention is that they 
are at least incomplete. It may be hoped 
that their extension in the sense indicated 
above may yield further information, so 
that statements about “sensitivity” of 
prices, production, etc., may become en- 
tirely valid. However, there is no guar- 
anty that pursuit along these lines—i.e., 
maintenance of the mechanical analogy 
—would lead very far. It can be argued 
that the structure of economic theory will 
turn out to be quite different from the 
mechanical model used at present.” This 
would probably have a subsequent bear- 
ing upon statistical techniques. 

For the present, however, it is well to 
realize that wider amplitudes or greater 
frequencies of changes in phenomena 
whose sensitivity is to be determined 
must be related to other factors in the 
manner indicated, so that they may thus 
acquire greater meaning. For a closed 
economy we have a limited amount of 
knowledge, which may allow the attempt 
to describe price flexibility and sensitive- 
ness by taking the operating forces into 
account. It is still very little knowledge, 
so that the current undertaking merely 
to measure statistically the amplitudes 
and frequencies of price changes (or of 
other variations) is, indeed, an extremely 
valuable preliminary step. The signifi- 
cance of this for our purpose is that the 
similar situation which we face in the in- 
ternational field is much worse and more 
complicated. 

When we classify our material for cer- 
tain countries and for restricted periods, 
then it cannot be on the grounds of a 
very definite concept of sensitivity to in- 
ternational influences. Since such a clas- 
sification is not given, it has to be estab- 


* For a discussion of this point see “Theory of 
Games,” chap. i, secs, 2,2.3-2.2.4 and 4.8.4. 
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lished, but at first only on the basis of a 
much more general intuitive understand- 
ing of the possibility of interaction as 
such. This is what gives the basis for con- 
sidering two or more national money 
markets as one, rather than wishing to 
imply thereby that they are more sensi- 
tive to disturbances than other markets, 
which we leave aside, because interaction 
there seems less likely. 


V. INSTITUTIONAL CHANGES 


It is therefore expedient to focus our 
attention at the beginning chiefly upon 
financial operations, hoping that it will 
be possible to show a few typical inter- 
relations, especially since the institution- 
al setup in the financial field is more 
nearly homogeneous than in most others. 
But what was said at the beginning of 
this paper will once more be found true: 
No (simple and rigorous) theory will 
emerge. The complexity of the observa- 
tions is overwhelming even in this much- 
restricted area. In order to eliminate still 
further complications, the period before 
1914, when the gold standard provided a 
strongly unifying tendency in all the ma- 
jor money and capital markets, must be 
studied first. As everybody knows, after 
World War I much greater confusion pre- 
vailed. The statistics are better and more 
easily collected for the post-war period, 
but their interpretation becomes more 
hazardous.” They are thus not suitable 
for the first approach to our problem. 

It would be of considerable importance 
for the reader to recall in detail the great 
difference in the international economic 
setup before World War I—say, from 
1870 to 1914—and the one to which we 

™ They will be dealt with in subsequent publica- 
tions; the restriction of the interpretation to the 
pre-World War I period is only for the purposes of 
this introductory note to the entire enterprise. How- 


ever, we shall always attempt to give the statistics 
up to the most recent time. 


have become accustomed during the last 
twenty years. Before 1914 there was free- 
dom of migration and of travel without 
passports, freedom from exchange con- 
trol and other money restrictions. Citi- 
zenship was freely granted to immi- 
grants. Capital could move in any direc- 
tion, and these movements could take 
any form. Monetary standards in most 
countries were firmly established on 
gold. International monetary unions— 
e.g., the Latin Union—existed, such that 
the money of each state belonging to it 
could circulate freely in all other mem- 
ber-states. International trade had to 
overcome tariffs that in the light of the 
tariffs of the last years seem extremely 
low. There were hardly any quantitative 
restrictions on international trade (quo- 
tas, etc.). In short, it was a world widely 
different from the one that preceded the 
present war;?} it was a world of which re- 
cently many would have been inclined to 
assert that it could not be created be- 
cause it would not work. 

The general economic expansion dur- 
ing this period showed up in a rapid in- 
crease of population in the chief indus- 
trial countries and in the acquisition of 
colonial empires, often by means of the 
sword. But the wars were short and did 
not leave deep scars. Governments, while 
interfering increasingly in economic mat- 
ters (most in Germany, least in the 
United States), did not conduct a real 
and deliberate business-cycle policy in 
the modern sense, though they interfered 
in particular crises only to withdraw 
again swiftly. In some European coun- 
tries standing armies did call for great 
armament industries, and the race for 
naval superiority had great influence 


23 It should be borne in mind that Czarist Russia 
and the Ottoman Empire could not be included in 
this picture, as far as Europe is concerned. The same 
applies to Japan and to the interior of China. 
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upon some industries. In the United 
States these factors played a subsidiary 
role. 

Clearly, the elements making for uni- 
formity overshadowed all other tenden- 
cies by far.4 Therefore, this was a period 
for which one might reasonably well ex- 
pect great similarity of economic fortunes 
in various countries. Those whose gen- 
eral structures were most similar and the 
most important were naturally the 
United States, Great Britain, Germany, 
and France; the first-named had the 
most progress, the last the slowest de- 
velopment. 

The outward conditions enumerated 
above for the financial field would, of 
course, apply also to a study of the con- 
ditions of production, prices, foreign 
trade, etc. If we prefer not to study them 
first, it is purely because the first ap- 
proach is more convenient. We may as- 
sume that the financial interrelationships 
are already better known than others and 
that the statistics are more easily gath- 
ered (also with respect to theoretical 
functional completeness) in this field. 
Hence it is reasonable to begin where the 
least serious obstacles are to be expected. 
The same is true as far as the geographi- 
cal limitation is concerned. The afore- 
mentioned countries were institutionally 
the most similar in the world during that 
period. Others may have been in much 
more intimate relationship, but that rela- 
tionship would not be typical and would 
create an additional, different problem 
(such as the relationship between, say, 
Great Britain and Denmark). In these 


*It must be understood, however, that almost 
all the policies to be introduced after 1914—such as 
exchange controls, prohibitive tariffs, currency de- 
valuations—were present at one time or another. 
All were prepared and discussed in the academic 
and political field. But there can be little doubt 
that they did not dominate a majority of the 
actual transactions. 


latter cases we speak of a “complemen- 
tarity” relation. These relations are im- 
portant and interesting, but the case of 
the “similar countries” offers greater in- 
ducements. If complementarity exists 
and the size of the two economies is as 
widely different as that of Great Britain 
and Denmark, then this case becomes 
more akin to a regional relationship, with 
which we are not concerned here. 

If the (weaker) relationship of similar- 
ity between countries of more nearly the 
same size exists, then the problems with 
which we are concerned arise in full force. 
If it should turn out, however, that the 
closeness of relationship in this field is not 
so great as commonly assumed, a signifi- 
cant fact would already have been es- 
tablished. One would also be led to carry 
the investigation further into the field of 
those factors which would account for 
the differences in closeness. They might 
be found, e.g., to lie in deliberate policies, 
in variations in the spirit of enterprise, 
in differences of population growth, in 
the geographical distribution of re- 
sources. These would then be factors 
overshadowing the similarity of the in- 
stitutional setup. In other words, aside 
from the objective, physical differences, 
the same formal institutions can be made 
use of in widely different ways.’ 

When we speak of “similar countries,” 
it is implied, of course, that they are es- 
sentially comparable, as far as their eco- 
nomic development is concerned. This 
enables us to assume, e.g., that certain 
short- and long-term interest rates really 
perform as nearly the same function (al- 
though their names may be quite differ- 
ent) as is technically possible. If a com- 
plementarity relationship obtains, then 
there need be no similarity among the 


*s These are, undoubtedly, problems of greatest 
general interest, about which little is known at 
present. 
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economic organizations and the develop- 
ment of the respective countries at all. 
As a rule, they will differ. A colony is 
both undeveloped and dissimilar; in the 
relation between Great Britain and Den- 
mark, on the other hand, we have two 
highly developed economies, but great 
dissimilarity, in so far as the first country 
is chiefly industrial, the latter predomi- 
nantly agricultural. Evidently an inves- 
tigation into the international aspects of 
business cycles will have to take all these 
factors duly into account. It will also 
mean that one should not expect too 
much regularity; on the contrary, even a 
weak correspondence among various na- 
tional business cycles must be indicative 
of the working of strong forces, able to 
overcome all these differences, provided 
the similarity of various national cycles 
is at all due to interaction among their 
economies and not just a product of 
chance. 


VI. WORLD ECONOMY AND WORLD 
BUSINESS CYCLES 


A seemingly quite different approach, 
referred to above at least once, is to use 
the notion of a world economy. Indeed, 
not only in daily popular accounts of the 
international changes in economic activ- 
ity does one encounter statements about 
the “world economic situation” or the 
“world crisis,” etc., but the same expres- 
sions occur repeatedly in technical inves- 
tigations. Once a not too successful at- 
tempt was made even to establish a sepa- 
rate discipline called “world economics.”’ 
Statistical yearbooks list “world prices” 
(also “‘world production figures,” which, 
however, offer no difficulties, since they 
present themselves as mere legitimate 
summations of national production fig- 
ures). Precisely what these “world 
prices” are is not clearer than what 
“world markets,” etc., are. Such world 


markets are listed for cotton, wheat, su- 
gar, coffee, etc., but not for labor, build- 
ings, etc. 

Evidently there can be no physical 
market that would be outside all coun- 
tries and in that sense constitute a world 
market. There are, however, markets 
within specific countries that are directly 
open to the business of other countries. 
The respective markets of other countries 
orient themselves to the events at these 
dominating places. However, since the 
dominating markets are not independent 
from the subsidiary national markets— 
especially if the sizes of the markets are 
more nearly the same or at least not too 
far apart—their interrelationship is diffi- 
cult to describe. The description is not 
exhaustive, if only the “world market” 
is studied. Not everything that occurs 
outside a national economy is part of that 
“world economy” to which the daily par- 
lance refers; it is probably true merely of 
a few of these outside events. 

The ‘‘world economy”’ may therefore 
represent something quite different for 
different economies and even for differ- 
ent parts of the same economy. The 
money market of country A may be 
linked to those of countries B and C, but 
its raw-material markets with those of 
countries D and E, the market for fin- 
ished export goods with still another set 
of countries, etc. Hence the interrela- 
tionship of even a few countries can 
conform to a rather complicated struc- 
ture, the question being, in a somewhat 
different terminology, to determine which 
national markets have elements in com- 
mon with which other national markets 
in the sense of actual trading, arbitrage, 

imitation, and orientation. If this hap- 
pens to be true of a great many countries, 
then this interaction could be described 
for brevity as a “world” market. How- 
ever, such an interrelationship will, as a 
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rule, not remain constant, certainly not 
for longer periods. They may even vary, 
perhaps typically, with the phases of bus- 
iness cycles, though about this not much 
seems to be known at present. 

Influences exercised upon a given com- 
munity from the “world money market” 
always originate ultimately in particular 
national money markets; sales for export 
to the world market mean ultimately ex- 
port to specific countries, etc. In each in- 
stance it is necessary to identify these 
various national markets. The picture 
the economist endeavors to obtain would 
be hopelessly blurred if he accepted the 
language of the ordinary businessman or 
the commercial trade papers or if he ac- 
cepted at face value the definitions given 
to certain prices in typical (and other- 
wise valuable) statistical yearbooks. 

It should be clear that there is no room 
for superimposing a somewhat mythical 
world economy with all its accompanying 
subsidiary notions upon the description 
and analysis that can be given in terms 
of parallel or interdependent variations 
of time series pertaining to specific na- 
tional economies. Only in those specific 
instances where such a reduction did not 
succeed would a new phenomenon arise. 
We have good reason to assume that such 
instances will be few and therefore not 
typical; hence our task will still have to 
be performed along the lines sketched 
above. Clearly, before we have actually 
carried out such an investigation, it is 
impossible to decide to what extent the 
various possibilities have been realized. 

We shall leave open the question of 
whether or not there are any truly inter- 
national markets or agencies whose activi- 
ties would then not belong to any par- 
ticular country and therefore not appear 
in the accounts of any. Though unlikely, 
the possibility remains that these activi- 
ties are entirely separated from those of 


their home countries (though the flows 
of money and of services might still be 
attributable to them). Such a case could 
be offered, it would seem, by the tramp 
freighters that roam the seas and take 
any business that comes their way; Nor- 
wegian shipping, for example, largely 
performed such functions (after 1914). 
One might therefore expect figures on 
this type of shipping (cargoes, line and 
tramp freight rates, marine insurance 
rates, traffic through international ca- 
nals, etc.) to give an excellent description 
of “world conditions.” Inspection of the 
available material we have collected” 
shows, however, that such a simple rela- 
tionship cannot be established. The se- 
ries in question have great value, never- 
theless, but this value lies in other direc- 
tions. In many instances their turning- 
points seem to be governed more by wars 
and trend-factors than by the influences 
of cyclical changes in the countries to 
which they refer more or less indirectly. 

Special reference should be made to 
the existence of international shares, 
traded simultaneously on different stock 
exchanges. Since arbitrage among these 
markets is nearly perfect, the prices of 
these equities are always in line. If they 
are the shares of companies, say in the 
United States, then the often chiefly do- 
mestic activities of these firms are quick- 
ly reflected in price changes in London 
and Paris. The prices of these shares di- 
rectly influence prices of other shares 
there and ultimately many markets other 
than the stock exchange through the gen- 
eral interdependence of prices, of which 
we have a general notion. This, then, is a 
link between two or more economies that 
is of great interest. Its importance lies 
chiefly in the magnitudes of the transac- 


26 Tt will be presented and discussed in subsequent 
publications. 
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tions involved, which often are consider- 
able. 

There is, however, another aspect: 
These shares may be taken also by the 
various stock exchanges as “price lead- 
ers” and therefore not only provide for 
the kind of (objective) influence indicat- 
ed above but serve, as well, as instru- 
ments through which psychological fac- 
tors operate from one country to another. 
The possibility of one business cycle’s in- 
fluencing one in another country by way 
of psychological elements is mentioned in 
Section II. There can be no doubt that 
these possibilities have sometimes played 
an enormous role. How much they are to 
be accounted for, during less spectacular 
periods than that of the crash on the New 
York Stock Exchange in 1929 or the Bar- 
ing crisis, etc., is terra incognita. 

One does not go far wrong, in all likeli- 
hood, if one surmises that these psycho- 
logical factors always played a great role. 
That extensive international reporting 
about specific foreign markets and gener- 
al business conditions has been deemed of 
great importance for most trade journals 
would seem to support this view. How- 
ever, it will be hard to account systemati- 
cally for the influence of the psychologi- 
cal elements; their role is still unexplored 
even for a closed economy. 

If it is difficult or even impossible, at 
least at the present stage of our investi- 
gation, to speak unambiguously of a 
“‘world business cycle,”’ what, then, shall 
be done about dating the observable 
events in such manner that a simultane- 
ous occurrence or a transmission of fluc- 
tuations can actually be discovered and 
be measured? If there were a world busi- 
ness cycle, then we should be able to de- 
termine its reference dates, e.g., in the 
manner developed by the National Bu- 


reau of Economic Research,?” and we 
could compare the national reference 
dates with these international ones. 

As a first step this would be exactly 
analogous to the analysis of a (national) 
time series with respect to its reference 
cycle, and it would seem to be the natural 
extension of the technique used at pres- 
ent by the National Bureau of Economic 
Research. One could hope to obtain a 
similar set of measures. The various na- 
tional reference cycles would stand in the 
same relationship to the international as 
the specific cycles enjoy with respect to 
the national reference cycle. No doubt 
this would give us far more information 
than the mere conspectus of reference 
cycles in various countries, in which these 
are simply and directly compared with 
one another. It would also do more than 
to form a conspectus of specific cycles of 
various time series, though that would be 
the first logical extension, and it will have 
to be carried out occasionally. 

One might hope that the above-men- 
tioned few international series (i.e., 
tramp shipping, marine insurance) could 
provide at least the essential reference 
dates. This possibility should not be en- 
tirely eliminated, but the series show 
strong long-term movements that oblit- 
erate turning-points, which, when they 
occur, have apparently much more to do 
with wars and other extraneous factors 
than with anything else. A careful math- 
ematical analysis of these series might 
quite likely reveal “hidden periodicities” 
that escape mere visual inspection; but 
this raises other complications to which 
an allusion was made above. 

Let us consider some possibilities that 


27 Cf. Wesley C. Mitchell and Arthur F. Burns, 
Statistical Indicators of Cyclical Revivals (National 
Bureau of Economic Research Bull. 69 [1938]), and 
forthcoming book by the same authors. 














INTERNATIONAL SPREAD OF BUSINESS CYCLES 307 


can easily be tested and seem intuitively 
plausible. The reference cycle of country 
A may serve as the “international” ref- 
erence cycle for countries B, C, D, etc., 
if it can be established that the changes 
in economic conditions in country A con- 
stitute the “world” influences that mat- 
ter for countries B, C, D, etc. This is 
evidently the case when country B is es- 
sentially “dominated” by country A. It 
might have occurred between, say, Great 
Britain and Argentina. Argentina’s ex- 
port of a few staples, its chief products, 
depends not only on small specific British 
markets but (as in the case of Argentine 
meat and wheat) chiefly on the variations 
of the vast aggregate income of British 
consumers. Fluctuations in British con- 
sumers’ incomes, in turn, can be explained 
only in terms of the entire, complex ma- 
chinery of the forces that generate a Brit- 
ish business cycle (which in its turn will 
also be influenced from abroad). In this 
case British reference dates will have to 
be used when measuring the fluctuations 
in Argentina’s exports. 

The relationship is fundamentally still 
the same, when the countries are comple- 
mentary only in a few specific lines of 
production or other markets. Then the 
movements of a particular time series of 
country A as represented by its specific 
cycle, hence not its reference cycle, would 
express the chief “international’”’ influ- 
ence for country B. For that reason the 
characteristics of this specific cycle would 
provide the reference-date measuring rod 
required to evaluate the international 
timing relation of country B to country 
A, on which it depends in this particular 
line. In such a situation it would not 
seem too difficult to trace an internation- 
al spread of business cycles, as far as tim- 
ing is concerned. (The quantitative 
measures still remain to be undertaken.) 


Of course, this requires a sufficiently well- 
defined lag between the movements of 
the two series to exist and the direction 
of the movement to be made plausible on 
general grounds. 

The use of specific cycles of one coun- 
try as reference cycles for another is, of 
course, an extension of the current tech- 
nique, but it would seem a very natural 
one. 

To find reference dates in the above 
manner becomes much more difficult if 
no simple complementary relationship of 
the stated kind prevails between two or 
more countries. This will, in all likeli- 
hood, be the more typical case—e.g., it 
cannot be denied that (before 1914) the 
short- and long-term interest rates of 
France and Germany influenced each 
other and that both stood in a peculiar 
relationship to those in London, which 
probably “dominated” them. But the 
question is: Precisely how did this rela- 
tionship manifest itself? Was it continu- 
ous? Was it stable? Did it undergo 
changes that can be expressed as func- 
tions of the general business cycle in each 
particular country? All this should, of 
course, be answered quantitatively. We 
have a certain amount of knowledge 
about each of these relations, but it is in- 
sufficient. And the existing theories tell 
us next to nothing and certainly are far 
from giving the quantitative indications 
they should impart. 

The point is, of course, that these sim- 
ple questions already transcend consider- 
ably the power of our instruments of 
analysis. Even more, the material upon 
which an analysis must be built does not 
exist in the desired form, if at all, and has 
to be laboriously collected. 

It must be borne in mind that when 
markets of the same commodity (e.g., 
short-term capital) are mutually depend- 
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ent, even if one clearly dominates the 
others, the situation remains more ob- 
scure than if we can assume complemen- 
tarity (e.g., strictly one-sided dependency 
of the raw-material market of one coun- 
try upon a specific industry in another 
country). The mutual dependency is 
without doubt the more typical and cer- 
tainly prevails for our four countries for 
the majority of their relationships. Yet 
sometimes the dominance, or overweight 
(to use a more neutral term), of one na- 
tional market is so marked that we ig- 
nore the other factors operating in the 
reverse direction so as to bring such cases 
as near to the simpler one as possible. 
Such an assumption must be well found- 
ed, however, in the general “external” 
knowledge of the institutional setup. 

All these and still further procedures 
do not do much more than enable us to 
determine whether there was covariation 
of series in different countries. By itself, 
covariation does not give us information 
about a possible transmission, because 
the lags and leads may be due to faults 
in the material or they may prove to be 
too shifting. A determination of trans- 
mission would, of course, be equivalent 
to the determination of its direction. At 
this point one might suggest the applica- 
tion of correlation analysis. We shall not 
rule out this technique, though little 
seems to be gained by its application at 
the present stage. We must emphasize 
much more knowledge that derives from 
a much cruder observation and from the 
study of the historical records of the vari- 
ous instances we desire to explain. 

Study of particular historica! in- 
stances, rather than the correlation of a 
long series of observations, is, seemingly, 
an inferior method; but, recalling what 
was said above, we must not use methous 


too refined for the data with which we be- 
gin. Their use will come in due course. 
It would lead too far to discuss at suf- 
ficient length as to why the method of 
selecting certain periods for special, al- 
most microscopic, scrutiny need not be 
so weak as is often believed by theorists, 
Ti such a period of crisis is one of sharp 
and even violent movement, it may con- 
tain and therefore reveal, in accentuated 
form, elements of crisis that are preva- 
lent in all. But in other instances they 
remain submerged under more unessen- 
tial events. For example, we probably 
know more today about financial crises 
as produced by exchange controls pre- 
cisely because these controls were ap- 
plied to the very limit in the 1930’s. This 
was not the first time they had been 
used, but never before had they been 
pushed to such extremes. Very likely our 
knowledge has gained much more from 
the examination of this one occurrence 
than if there had been a dozen minor 
ones. Now we also understand the ear- 
lier events far better. The same is nota- 
bly true of inflations. The study of all 
the excessive inflations of the period after 
1918 has no doubt greatly contributed 
toward our understanding of the very 
much milder inflationary processes dur- 
ing an ordinary business expansion. 
Instead of paying attention exclusive- 
ly to the over-all series and to the phe- 
nomena they depict, it is preferable to 
disentangle outstanding events to a 
much greater extent than could be done 
for the series in their entirety. To divide 
our material and our analysis into two 
long periods, before 1914 and after World 


28 Besides, the record of correlation analysis in 
economics and sociology is anything but impressive. 
One will not go far wrong in assuming that most 
mistakes came from similar situations, though 
sometimes they were due to faulty techniques. 
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War I, therefore does not contradict the 
need for long, continuous observations. 
While long periodsare highly desirable, at- 
tention must be paid to homogeneity. 
World War I caused such institutional 
changes that one could not well begin with 
the post-war period, considering it as the 
one that fulfils the above requirement of 
extreme change, which, obviously, must 
take place within the same or nearly the 
same institutional framework (as, e.g., 
the gold standard). Such instances hap- 
pened occasionally before 1914. 

Indeed, the selection of particular ex- 
treme cases for more minute investiga- 
tion is nothing new in economics. The 
study of business cycles itself began by 
examining individual crises that stood 
out because of their violence from among 
the minor and therefore less interesting 


fluctuations. To view these crises as 
parts of a much broader phenomenon was 
rightly considered, but it is doubtful that 
one could have attacked it without tak- 
ing the indicated first step. On the other 
hand, we have no right to assume a priori 
that the international cyclical relations 
will have the same structure as those pre- 
vailing within a single country which un- 
dergoes fluctuations. Even if there 
should be good reasons to expect that a 
greater uniformity prevails than is im- 
mediately discernible, it is still necessary 
to prove the existence of this state of af- 
fairs. These considerations should make 
it amply clear that our procedure is at 
best entirely heuristic, with all the ad- 
vantages and drawbacks of this method. 
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PROFESSOR ROBBINS’ DEFINITION OF ECONOMICS 


ROBERT SCOON 


I 


T Is just over ten years since the first 
| edition of the Essay on the Nature and 

Significance of Economic Science; and 
the second, a revised and extended edi- 
tion in 1935, with reprintings in 1937 and 
1940, bears witness to the usefulness of 
the work. In this essay Professor Rob- 
bins first set up as the canon of any defi- 
nition “its capacity to describe exactly 
the ultimate subject-matter of the main 
generalisations of the science” (p. 4; all 
references are to the second edition) ; and 
then, in accordance with this canon, he 
proposed a definition of economics as 
“the science which studies human behav- 
iour as a relationship between ends and 
scarce means which have alternative 
uses” (p. 16). It seems to me that this 
definition, when judged by the canon, is 
too wide; and I want to begin by calling 
attention to some of the material that 
Professor Robbins himself would include 
in economics in accordance with his defi- 
nition. 

“Every act,” he maintains on page 14, 
“which involves time and scarce means 
for the achievement of one end involves 
the relinquishment of their use for the 
achievement of another. It has an eco- 
nomic aspect.”” Hence economics is sup- 
posed to show that, if I want to be both 
a philosopher and a mathematician but 
haven’t time for both, I must give up 
some part of my ambition. Similarly, on 
page 11, in a discussion of leisure and pro- 
duction, the author holds that the appor- 
(ionment of the twenty-four hours in the 
day between these two interests is an eco- 
nomic problem. And again, on page 26, 


in an imaginary sybaritic community 
converted to asceticism, ‘‘the distribu- 
tion of time between prayer and good 
works has its economic aspect equally 
with the distribution of time between or- 
gies and slumber.” 

Now it is extremely difficult to deal 
fairly with such a notion as that of an 
“economic aspect.” “Aspect” is a very 
useful term that we all employ on occa- 
sion; but I think most of us who have 
tried to think would be disposed to admit 
at least that the term may be abused and 
that it is certainly fair to ask those who 
take advantage of it to be as specific as is 
possible under the circumstances. In the 
present instance could we not without 
malice ask Mr. Robbins the question: 
When is an aspect an economic aspect? 

If I try to answer this question in his 
terms, I find, first of all, that his position 
seems involved in a confusion between 
the adjectives “economic” and “eco- 
nomical,”’ so that he tends to argue that, 
if an act is economical, it has an economic 
aspect (pp. 11, 50, 145). Here we are in 
the region of meanings, which is of course 
slippery and disputed ground; but I 
think we could at least say that “eco- 
nomic” and “economical” may have dif- 
ferent meanings and, indeed, that it 
would be impossible to argue from one 
to the other, unless they were two. If so, 
does not “economical” mean a frugal or 
thrifty quality of action, which does not 
use “an unnecessary expenditure of 
means” (p. 145), while “economic” 
would refer to the general character of 
the subject matter of economic science? 
Suppose, now, that Professor Robbins 
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should reply that the subject matter of 
his science is precisely those acts that are 
economical in the given sense. Then we 
should have to ask him whether uneco- 
nomical acts fall outside the scope of his 
science; and I think he would have to 
admit that they do not, just as economics 
cannot assume that all conduct is com- 
pletely rational or perfectly consistent 
(p. 92). The upshot of the matter seems 
to be that it is a mistake to infer eco- 
nomic from economical. 

But it might well be said that all this 
argument, besides being rather trivial, 
misses the author’s main point, which is 
that economics studies choice (whether 
economical or uneconomical), the rela- 
tion of means and ends, orders of valua- 
tions. The main generalizations of the 
science, in addition to theories of money, 
international trade, production, etc., 
would have to be understood as including 
the theory of value with its fundamental 
concept of choice; and, therefore, to 
choose is “to economise”’ (p. 12), and any 
such choice as those between being a phi- 
losopher and being a mathematician, or 
between prayer and good works, would 
fall under the definition. It would fall 
under the definition, without regard to 
the character of the alternatives, simply 
because it is choice; and choice between 
any alternatives whatsoever, and whether 
economical or not, is economic. Let us 
resist the temptation to call in question 
this highly abstract conception of choice 
—a choice that is choice no matter what 
it chooses, for surely a theorist has a 
right to be as abstract as he wishes, pro- 
vided he knows what he is doing. Let us 
rather take the proposition that to choose 
is to be economic and ask what the con- 
sequences would be. I contend that, if 
you define economic in this way, it would 
include the political, the military, the le- 
gal, the medical, and all the moral that is 
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on a utilitarian basis; and thus the use- 
fulness of the definition in enabling us to 
distinguish economics from other disci- 
plines disappears. Choosing is not a spe- 
cifically economic activity, and the intro- 
duction of scarcity does not alter the sit- 
uation. 

Consider the following hypothetical 
cases. Suppose a bill is proposed in a leg- 
islature for the lowering of the speed 
limit for automobiles on the highways in 
order to reduce accidents; the alternative 
means to this end would be a campaign of 
education, or stricter examinations for 
driving licenses, or compulsory insur- 
ance; and each of these means would be 
“scarce” in Professor Robbins’ sense, 
since the people concerned would have 
to expend time or money or both for the 
purpose and withdraw them from other 
purposes. It would be “human behav- 
iour as a relationship between ends and 
scarce means which have alternative 
uses”; but I submit that it is more con- 
venient to classify it as a political and 
moral matter and that the main generali- 
zations of economic science had better be 
understood as not primarily concerned 
with it. In other words, the bare fact of 
choice is one thing, and the type of al- 
ternatives between which the choice lies 
is another thing—and apparently a prac- 
tically significant thing because only by 
knowing them specifically can we make 
an intelligent choice. 

Again, take the case of a general, com- 
manding a division, who is forced to 
withdraw and decides to leave a platoon 
to fight a delaying action against the en- 
emy until the main body of his troops 
can reach safety. The soldiers of the pla- 
toon are “‘expendable’”—they are means 
for the general to utilize, and if he uses 
them for the delaying action he cannot use 
them for other purposes, such as trans- 
porting equipment or preparing new de- 
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fensive positions. Here, then, we have “a 
relationship between ends and scarce 
means which have alternative uses’’; but 
surely it is better to leave the matter to 
military science and not to pretend that 
economic science either is particularly in- 
terested in studying it or has any special 
advice to give the commander on its ap- 
plied side. 

It would not be difficult to find similar 
situations in other fields of practice; but 
perhaps these two are enough to illus- 
trate the point that, in so far as the the- 
ory of value assumes choice, the relation 
of scarce means to ends, and orders of 
preference, it is dealing with features of 
conduct that are not specifically econom- 
ic but general throughout all practice. 
Professor Robbins himself, in a later 
chapter on “The Nature of Economic 
Generalisations,” comes close to this po- 
sition in his statements that the funda- 
mental principles are “so much the stuff 
of our everyday experience that they 
have only to be stated to be recognised 
as obvious” (p. 79), that they are facts of 
the widest generality in experience (pp. 
81, 111) and are more universal in their 
application than the founders of eco- 
nomic science claimed (p. 86). Such a po- 
sition, furthermore, would be in line with 
Professor R. B. Perry’s statement that 
economic theory is “an attempt to ana- 
lyze the specifically economic value, such 
as price or purchasing power, into non- 
economic component values such as de- 
mands, wants, satisfactions, pleasures 
and pains.’* And it would be possible to 
understand Cairnes’s assertion that “the 
premises of Political Economy are the 
conclusions and proximate phenomena of 
other branches of knowledge’ in the 


* General Theory of Value (New York, 1926), p. 7. 


2 J. E. Cairnes, Character and Logical Method of 
Political Economy (New York, 1875), p. 88. 


sense that the general theory of value 
takes off from the principles established 
by the science of psychology for all prac- 
tical activity involving choice. 

By the same token, this position would 
suggest hesitation with regard to Profes- 
sor Fetter’s conception of psychic in- 
come.’ If income is extended to cover all 
psychic gratification, then the enjoyment 
of a concert and the satisfaction of 
amassing knowledge, or, for that matter, 
the appreciation of a pleasing sunset, are 
instances of psychic income just as much 
as the maximization of profits from busi- 
ness. On such a basis there seems to be 
no way of distinguishing the field of eco- 
nomics either from other kinds of prac- 
tice or from aesthetic feeling. 

The conclusion would seem to be that 
Professor Robbins’ definition of econom- 
ics (a) involves a confusion of economic 
and economical that will not stand up 
under critical examination and (}) im- 
plies a prerogative interest of economics 
in all choice, as such, that is belied by 
practice and convenience. 


II 


It should be obvious that I am dis- 
agreeing with Professors Fetter and Rob- 
bins not on any matters of fact in their 
analyses but solely on terminology and 
convenience of treatment. The general 
theory of value stands as they accept it; 
but I suggest that we understand “gen- 
eral” to mean throughout all practice 
and not pre-eminently in the economic 
field. From this point of view practice 
becomes a somewhat more definite con- 
cept than it has usually been, and I 
should like to try to make it clearer. 

We can start with the fundamental 
conception of chosen activity, where the 
“chosen” indicates a preference and the 


3F. A. Fetter, Principles of Economics (New 
York, 1913), chap. vi. 
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“activity” is a realization of this attitude 
in some overt interference with the en- 
yironment. But, since the environment 
is manifold, it tends to evoke more than 
one preference; and hence preference is 
expanded to cover an order of preferred 
objects. Moreover, since every interfer- 
ence with the environment produces a 
change, it involves expectation of results 
to the objects as they exist; and here cog- 
nition enters the picture in the form of in- 
formation about what exists and about 
what happens when we interfere. This 
information consists partly in descrip- 
tions of causal sequences; and, when 
these are utilized by the practical inter- 
est, they constitute the means-end rela- 
tion; but it is a mistake to confuse this 
fundamentally existential relation with 
the fundamentally practical order of 
preferences. Finally, we may suppose 
that chosen activity, as thus understood, 
normally starts with some feeling of dis- 
satisfaction and, when successful, ends 
with some feeling of satisfaction or 
“gratification”’; there is ‘ex-ante desire”’ 
and “ex-post satisfaction,” to use Mr. 
Hutchison’s phrases,‘ but, in so far as 
they are feelings, they do not form ele- 
ments of practice. We can thus establish 
the general features of practice and at 
the same time distinguish it from feeling, 
on the one hand, and cognition, on the 
other. 

If we adopt this point of view, we 
may expect to find the general struc- 
ture of practice maintaining itself across 
the specialized subdivisions that are in- 
troduced into it for convenience of han- 
dling; and this is precisely what we do 
find. The breaking-up of the whole field 
into smaller plots, labeled “economic,” 
“political,” “military,” etc., is ordinarily 
a helpful specialization; but, like all spe- 

‘T. W. Hutchison, The Significance and Basic 
Postulates of Economic Theory (London, 1938), p. 123. 





cialization, it must be understood for 
what it is, and life has a way of disregard- 
ing these discontinuities. It is perhaps 
worth while to notice some examples of 
situations in which a choice has to be 
made as between different fields, one of 
which may be the economic. 

In a time of war, particularly under 
modern conditions, the energies of the 
whole nation are called into play. The 
citizens are asked to increase their pro- 
duction of the implements of war at the 
same time that they are forced to make 
up as large an army as possible; and 
clearly the government cannot use the 
same men for both purposes. It must 
choose, and, of course, the choice is far 
more complicated than I have pictured; 
for it is not between a clear-cut economic 
interest and a clear-cut military interest 
—the economic interest is interested in a 
military victory, and the military inter- 
est is interested in economic productiv- 
ity. Industrial leaders are made gener- 
als, and generals are put in charge of pro- 
duction. Under such conditions the ordi- 
nary distinction between the economic 
and the military tends to be blurred, 
since the country’s practice is unified; 
but, in so far as production and fighting 
are activities of different groups of citi- 
zens, the government must decide how 
much energy is to be put into each, and 
this decision illustrates a supreme na- 
tional practice, manifesting the general 
principles of practice and overriding its 
subordinate specialties. Choice here is 
neither military to the exclusion of eco- 
nomic nor economic to the exclusion of 
military—it is beyond and superior to 
both of them, but it is still choice and 
thoroughly practical. 

Again, take the case of any employer. 
Economically he is working for the maxi- 
mum profit from his enterprise, and the 
health of his employees enters his calcu- 
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lations only as one of the secondary con- 
ditions on which his profit depends. But 
the state maintains a public health serv- 
ice under medical experts and with cer- 
tain requirements for working condi- 
tions; and, from this point of view, the 
enterprise in question is simply one of the 
secondary conditions of the health of the 
community. Now the employer, if he is a 
good citizen, desires both profits for him- 
self and the health of the community of 
which he and his employees are members. 
Hence, even after he satisfies the mini- 
mum requirements of the state in regard 
to working conditions in his factory, 
whenever there is a new safety device or 
the possibility of some better working 
conditions, he will be faced with a choice 
between this result and profits; and that 
choice exemplifies the same general fea- 
tures of practice that have been specified 
above, but it is more than economic in 
the strict sense. 

These illustrations indicate that in the 
actual practice of both groups and indi- 
viduals there is a general structure which 
maintains itself across all boundaries; 
and that for this reason the pronounce- 
ment of any specialty, such as econom- 
ics, has to be co-ordinated with the pro- 
nouncements of other specialties before 
it can be applied. I believe that here I 
am merely elaborating what lies behind 
the conclusion of Professor Robbins, that 
by itself Economics affords no solution to any 
of the important problems of life. I agree that 


for this reason an education which consists of 
Economics alone is a very imperfect education 


[p. ix]. 


And Mr. Hutchison has put the same 
situation in this way: 


No one, statesman or individual, can act on 
purely economic advice Only advice and 
policy which is based on an estimate of the 
political, sociological, and economic effects 
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together of a policy or measure can be sensibly 
acted on.5 


But, if we put the political, the sociologi- 
cal or social, and the economic “to- 
gether,” we have what I am proposing to 
call “practice.” 


III 


So we come to the relation of practice 
(understood in this way) to morality and 
of economics to ethics. There is a tend- 
ency among economic scientists to dis- 
miss this problem with the remark that, 
while economics as a science is (in the 
words of J. N. Keynes) “a body of sys- 
tematised knowledge concerning what 
is,” ethics deals with what ought to be; 
they go on to express the piety that econ- 
omists as men will be interested in mo- 
rality. Thus Professor Robbins says: 

Unfortunately it does not seem logically pos- 
sible to associate the two studies [sc., ethics and 
economics] in any form but mere juxtaposition. 
Economics deals with ascertainable facts; 
ethics with valuations and obligations [p. 148]. 


This position reminds me of Mr. Bal- 
four’s description of Herbert Spencer: 
What is knowable he appropriates, without 
exception for science, what is unknowable he 
abandons, without reserve, to religion 
The one possesses all that can be known, the 
other all that seems worth knowing. With so 
equal a partition of the spoils both combatants 
should be content.® 


But we are not content to leave the mat- 
ter there; if there is a logical gulf between 
ascertainable facts and obligations, there 
appears to be no possible way either of 
bringing any knowledge (of facts) to bear 
on moral practice or of connecting our 
economic practices with our moral ideals. 

At this point the sociologists can help 


5 Op. cit., p. 165. 
6 A. J. Balfour, Foundations of Belief (New York, 
1906), p. 285. 
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us, for in their studies of society they find 
what they call common ends, or ultimate 
values, which integrate the members into 
amoral community. Professor Robert C. 
Angell says: 

A common end or value... . is a quality of 

life that each person may enjoy without de- 
priving others of it The things men ulti- 
mately desire in common seem to be not so 
much concrete eventualities as qualities of life 
like justice, personal integrity, and religious 
faith.’ 
Here we have the concept of value, which 
economists also use; and I cannot see 
that the meanings are essentially differ- 
ent in the two fields (sc., economic and 
sociological). In both cases we are deal- 
ing with the objects of human desire, and 
in both cases a grading or preferential 
order is implied; but morality deals with 
those values which are highest or ulti- 
mate in the hierarchy. To be sure, we 
sometimes speak of these values as if 
they were themselves the objects desired 
and had no reference to other objects to 
which they are preferred, just as in eco- 
nomics we frequently speak of prices as 
distinct quantities; but both usages may 
be interpreted as simply convenient 
short cuts in communication, and there 
isno reason why we cannot apply to jus- 
tice and other moral qualities what Sam- 
uel Bailey said of economic values: 

A thing cannot be valuable in itself without 
reference to another thing, any more than a 


thing can be distant in itself without reference 
to another thing.® 


Thus, if we adopt this sociological stand- 
point, morality can be thought of as that 
part of practice which concerns the su- 
preme values in the order accepted by 
any social group. 


? The Integration of American Society (New York, 
1941), pp. 16, 17. 

* Critical Dissertation on the Nature, Measures 
and Causes of Value (London, 1825), p.s. 
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But it may well be said that, in order 
to connect economic and moral values in 
this way, I have had to leave out of mo- 
rality its most distinctive feature, name- 
ly, obligation. To this I would answer 
that I understand obligation to be pri- 
marily the name of a feeling which ac- 
companies certain types of practical situ- 
ations, in the same way that the feelings 
of hunger and of satisfaction accompany 
certain other types; but there is no rea- 
son why in our studies we cannot ab- 
stract economic practices from feelings of 
satisfaction and moral practices from 
feelings of obligation. As Professor 
Robbins puts it: “A satisfaction is to 
be conceived as an end-product of ac- 
tivity. It is not itself part of that activ- 
ity which we study” (p. 25). Feelings are 
much more difficult to study objectively 
than behavior; but, if we try to study 
behavior objectively, we are not neces- 
sarily implying that it is not correlated 
with feelings, including the feeling of ob- 
ligation. 

There is, however, a tendency among 
economists to put the situation in a 
quasi-logical form, such as Professor 
Robbins’ statement that “propositions 
involving the verb ‘ought’ are different 
in kind from propositions involving the 
verb ‘is’” (p. 149). This seems to me a 
rather naive acceptance of popular modes 
of speech for scientific purposes; and to 
demonstrate its naiveté I need merely 
maintain that, if someone says to me, 
“You ought to do so and so”’ (e.g., strive 
for the Kingdom of Heaven), I understand 
this statement to mean that there “is” 
such an ideal among members of my 
group, which consequently “is” -applica- 
ble to me, and so, finally, “is” a desidera- 
tum which I either accept or reject. Un- 
less Professor Robbins is prepared to 
maintain that there is a preferred lan- 
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guage, in which the verb “ought” ap- 
pears as an irreducible meaning, and that 
all statements of certain kinds, like those 
above, which I or anyone else may make, 
are scientifically reducible to this form, 
I cannot appreciate the cogency of his 
distinction. If propositions involving the 
verb “ought” express practical valuations, 
then they are not scientific, because, as 
Professor Robbins knows, scientific state- 
ments attempt to be wertfrei—I ought 
to pay my grocer’s bill at the end of the 
month” and “I would like a ten cent 
loaf of bread” are not scientific proposi- 
tions for the same reason, though only 
the former contains the verb “ought.” 
On the other hand, if “ought” expresses a 
feeling of obligation, sentences containing 
it are neither valuations nor scientific 
propositions, simply because they express 
feelings; and a feeling of obligation is not 
an element in practice any more than a 
feeling of satisfaction. We may, if we 
like, say that this feeling is the affective 
correlate of some action or practical valu- 
ation, just as ordering a dinner and pay- 
ing so much for it are usually correlated 
with a feeling of hunger; but this corre- 
lation is still, by its own terms, a con- 
junction of two distinguishable things, 
namely, a feeling and an action. Hence, 
whichever interpretation of “‘ought”’ we 
adopt (sc., that it is a practical valuation 
or a feeling), we can say that economic 
activity and moral activity both manifest 
the general features of practice and value 
and are both equally distinct from feeling 
and from scientific cognition. 

But there is a further complication. 
The science of economics studies certain 
data, which may be called economic ac- 
tions, practices, and valuations. May we 
in the same way envisage ethics, not per- 
haps as a science in the modern Anglo- 
American use of the term, but at least as 
a systematic study of moral actions, 
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practices, and valuations? Apparently 
Professor Robbins thinks not, because, as 
he says, economics deals with ascertain- 
able facts, while ethics deals with valua- 
tions and obligations. But surely this is 
an ambiguous statement in two respects, 
In the first place, the ascertainable facts 
with which economics deals are the ex- 
pressed valuations of people in an ex- 
change economy, so that, while its sci- 
entific statements are not valuations, 
they are nevertheless about valuations; 
and, furthermore, Professor Robbins and 
many other economists admit that these 
facts cannot be established without ap- 
peal to “inner experience,’ “immediate 
acquaintance,” “introspection”’; it is not 
possible to define them completely “in 
terms of external behaviour only.’”’ Now 
with these provisos I see no reason why 
there cannot be a systematic study of 
moral, as well as economic, actions, prac- 
tices, and valuations—that is, a value- 
free consideration of moral valuations 
under the assumption that such valua- 
tions include a subjective activity which 
is only partially revealed in external be- 
havior. If it be objected that such a 
study would be not ethics but sociology, 
I reply that I prefer not to quarrel about 
the name if I can win an admission that 
economic theory can be correlated with 
moral theory in the same way that eco- 
nomic practice can be correlated with 
moral practice. 

This brings us to the second ambiguity 
in Professor Robbins’ statement: Does 
he mean that there is no use in studying 
obligations at all unless we are going to 
enlighten our own conduct as a result, so 
that ethics by the very nature of the case 
must make moral valuations about the 
right or best way of acting? But in what 
respect would this situation differ from 
that of economics, as described by Pro- 
fessor Robbins? Economics, he says, “re- 
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lies upon no assumption that individuals 
will always act rationally. But it does 
depend for its practical raison d’étre upon 
the assumption that it is desirable that 
they should do so” (is this “should” an 
obligation?) and so “if not for its exist- 
ence, at least for its significance, on an 
ultimate valuation—the affirmation that 
rationality and ability to choose with 
knowledge is desirable” (p. 157). Does 
ethics ask for any more than this? Isn’t 
it a systematic study of men’s partially 
rational valuations and orders of values 
under the assumption that this study will 
itself aid our own rationality and mo- 
rality? 
IV 


And so we come to the relation of the- 
ory or science to practice, “the bearing 
of Economic Science on practice” (p. 3), 
and thus back to the ultimate problem of 
defining economics. For Professor Rob- 
bins, economics is a science and it must 


be defined in terms of its “‘main generali- 
sations”; consequently, it is not prima- 
rily a practical but rather a “purely for- 
mal,” “analytical” term, so that (a) there 
are “no economic ends” in practice (p. 
145) and (6) “the propositions of eco- 
nomic theory, like all scientific theory, 
are obviously deductions from a series of 
postulates” (p. 78)—that is, “assump- 
tions” by the economic scientist to serve 
as a basis for his deductions. In what 
more efficacious way could one provide 
for the infallibility of economists than by 
showing that (a) they are not bound by 
the crass “irrational element” (p. 126) of 
actual human practice but (6) make their 
own assumptions and draw conclusions 
whose truth is “quite independent of the 
question of fact”?* And how deeply we 
‘aust sympathize with their practical hu- 
manity when we see them, after taking 


* Hutchison, op. cit., p. 24. 
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this magnificent theoretical position, 
stooping to show that their assumptions 
after all are based on, or derived from, 
actual practices and that their conclu- 
sions in turn are useful for practice. 

There would thus seem to be two pos- 
sible bases for a definition of economics: 
(a) practical, the economic being a spe- 
cies of the genus practice and distinguish- 
able from other species such as the politi- 
cal, the military, and the moral; (6) the 
theoretical, where the economic is de- 
fined as that which economic scientists 
generalize about. The former makes the 
interests of practical men—businessmen, 
if you like—supreme; the latter, the in- 
terests of scientists and theorists and pro- 
fessors. The former regards as determi- 
native an “economic process” (Lewis 
Mumford), “economic institutions” 
(Frank D. Graham), “the economic 
problem, the struggle for subsistence” 
(J. M. Keynes), “the ordinary business 
of life’ (Marshall); the latter considers 
primarily “the main generalisations” of 
economic scientists (Robbins) or “the 
creative scientific achievement” of econ- 
omists (Hutchison) or some “pure the- 
ory.” Of course, the immediate reaction 
is to overcome the dichotomy by saying 
that the theory is “of” the facts; but that 
device, while quite justifiable, tends to 
beg the question at issue, which con- 
cerns the meaning of “of.”” And we are 
warned that there is a question at issue 
here by Professor Graham’s statement 
that “economic theory and economic fact 
have been marching in opposite direc- 
tions’”*® and by Professor Robbins’ free- 
dom in including under economics what- 
ever he theoretically chooses (e.g., politi- 
cal science, p. 134), which is certainly not 
in line with ordinary practice. 

Would this be a fair statement of the 


%°F. D. Graham, Social Goals and Economic 
Institutions (Princeton, 1942), p. xvii. 





318 


problem? Economic theory, like any the- 
ory, is an analysis and description of cer- 
tain facts in terms of general principles; 
and by its very nature it must be purely 
cognitive—that is, a knowing of some- 
thing that is. But, after it is once estab- 
lished on its cognitive basis, it may be 
utilized in practice, just as physical sci- 
ence may be utilized by engineers and 
biological science by medical practition- 
ers. This utilization, however, is not a 
cognitive but a practical activity, involv- 
ing evaluation, as in the using of any- 
thing for a purpose. The particular diffi- 
culty in economics is just that the facts 
which it analyzes and describes are our 
own evaluations and practices, so that 
these inevitably play a double role: (a) 
the facts for the cognition and (0) the re- 
sults of evaluation. 

It might appear that the more ably 
Professor Robbins demonstrates the “‘sig- 
nificance” (i.e., presumably, practical 
utility) of economic science, the more dif- 
ficult does it become to consider it a 
“science’”’; but this is not very cogent, if 
we make the simple adjustment of saying 
that once an evaluation is expressed in 
any overt act (e.g., payment of a price, 
reply to a questionnaire), it becomes a 
fact, which science can treat as a datum. 
The real point, however, is that suggest- 
ed by Professor Morgenstern," which I 
shall try to restate in my own terms. To 
the extent that science is a description of 
what is, there must be something that 
just is there for it to describe, or (in Aris- 
totle’s terms) something that cannot be 
otherwise, or (in Professor Robbins’ 
terms) something that is “necessary”; 
and, if it necessarily is, presumably it 
cannot be modified by human ingenuity 

™0. Morgenstern, “Vollkommene Voraussicht 


und wirtschaftliches Gleichgewicht,” Zeitschrift fiir 
Nationalikonomie, VI (1935), 337- 
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(such as might be called into play by a 
clever reader of Professor Robbins’ 
book), so that really there is no use in 
reading this book and it was a waste of 
time for the author to write it. On the 
other hand, the successive printings of 
the book indicate that appreciable num- 
bers of people have profited by it; and, 
when this fact is put in conjunction with 
the large output of economic writings and 
the oral teaching of numerous professors 
of the subject, it seems probable that a 
certain proportion of this theorizing does 
some good. But, to the extent that it 
does do good, it affects the practice of 
those who appreciate it, and thus their 
practices will be different from what they 
were. Hence practice is modifiable by in- 
telligence, and the economic practice of 
the future under the influence of econo- 
mists may be unlike that of the past, so 
that the data for scientific study are not 
necessary but changing. 

The main point (and here I may be 
going beyond Professor Morgenstern) is 
not the mere indeterminateness of eco- 
nomic data, with a consequent absence 
of perfect expectation, but rather the in- 
telligent character of the data, the fact 
that they are partially intelligent to be- 
gin with and may become more intelli- 
gent by a reading of the works of econo- 
mists. From this point of view it seems 
to me a mistake for Professor Robbins to 
imply a division of life into two regions— 
a dark, irrational, arbitrary, unpredicta- 
ble, unscientific region of “human”’ voli- 
tion and valuation and a bright, pure, 
presumably unhuman region of scientific 
generalities and theories, uninfected by 
the irrationalities of the lower region, and 
still more a mistake when he goes on to 
claim that somehow the gap can be 
bridged by economists, so that the im- 
purities of the volition can be enlightened 
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by “the solvent of knowledge” (p. 156), 
and ultimately it may be possible “‘ra- 
tionally to choose between alternative 
systems of society” (p. 155). What is the 
justification for holding up the grandiose 
project of a rational choice between al- 
ternative social systems by the help of 
“economic analysis” when you have al- 
ready said that choice by its very nature 
is “arbitrary,” “irrational,” full of Wert, 
and outside the bounds of science? 

Isn’t the real trouble here that eco- 
nomics is aping physics and emerging 
rather poorly as a kind of unachieved 
natural science? Would it not be better 
to stop importing perfectly respectable 
physical concepts, such as statics, dy- 
namics, and equilibrium, along with 
some not very respectable ones, such as 
necessity, and thinking you can make it 
all right by whispering celeris paribus? 
Demand tables, statistics, correlations, 
and mathematical formulations are most 
certainly to be encouraged, and any at- 
tempt to disparage them will proceed 
straight up the alley of obscurantism, no 
matter how respectably it is dressed up; 
but in the end we have to face the ques- 
tion as to what they are “of,” and I see 
no way of avoiding the answer that they 
really are “of” more or less intelligent 
human practices. If you want to try to 
force these practices into the categories 
that seem to fit iron and carbon, elec- 
trons and protons, or electromagnetic 
waves, all I can say is: try it. So far the 
results seem to me to have been both 
practically and theoretically inconven- 
ient. The net result seems to be a ques- 
tion of whether or not economics has yet 
developed a set of preferred categories for 
its data which can both deal with them 
objectively (sc., as what is) and at the 
same time treat them as chosen. 

The problem becomes most acute in 
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the more theoretical reaches of the sub- 
ject. Just what are we doing when we 
attempt to generalize about valuations? 
Let me introduce a very significant pas- 
sage from Professor Robbins in regard to 
comparisons between past and present 
prices. 


Through history, the data change, and 
though at every moment there may be tendencies 
towards an equilibrium, yet from moment to 
moment it is not the same equilibrium towards 
which there is movement. There is a funda- 
mental asymmetry in price relationships 
through time. The future—the apparent future, 
that is to say—affects the present, but the past 
is irrelevant. The effects of the past are now 
simply part of the data. So far as the act of 
valuation is concerned, bygones are forever 
bygones [p. 62]. 


If I interpret the thought correctly, it 
suggests that every valuation, in so far 
as it overtly expresses itself in action, in- 
volves a decision to change the present in 
favor of a merely desired and anticipated 
future; and, furthermore, the separate 
valuations of separate individuals and 
groups, acting in conjunction, may be 
generalized into “tendencies” (e.g., to- 
ward equilibrium) which are still essen- 
tially valuations. On the other hand, sci- 
entific knowledge is a generalized cogni- 
tion of what is, where the “is” is tem- 
porally ambiguous—it certainly includes 
the past with the present and probably 
assumes that the future will be like them. 
Surely the fundamental distinction is 
clear—a distinction not between a ra- 
tional and an irrational, arbitrary side of 
us but between a knowing of what has 
been and is, with the future ambiguous, 
and a decision to change what is in the 
direction of some imagined future, with 
the past “irrelevant”; but actually where 
does this distinction lie in generaliza- 
tions? Just where does the line go be- 
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tween generalized cognition of valua- 
tions and generalized valuation? Can we 
recognize the difference between a theory 
of the way things are and a theory of the 
way to get things done? 

Let me again quote Professor Rob- 
bins. He is discussing the policy of hold- 
ing wages above the equilibrium level 
with consequent unemployment and 
diminution of the value of capital; and he 
maintains that 
if, in the society imposing such a policy, it is 
generally thought that the gain of the absence 
of wage payments below a certain rate more 
than compensates for the unemployment and 
losses it involves, the policy cannot be described 
as uneconomical [p. 147]. 


Now it is that phrase, “it is generally 
thought,” that bothers me. Apparently, 
if I know, I must know that it is generally 
thought .... ; but what is a good objec- 
tive criterion for recognizing the condi- 
tion described as “‘it is generally thought 


.... ? And, if there is no such criterion 
and I am a member of the society that 
imposes this policy, can I in my present, 
where knowing and valuing actually in- 
terpenetrate, effectively distinguish my 
knowing that it is generally thought that 
a compensates for 6 from my thinking 
that a does compensate for b? Can I take 
a “general” or a “popular” view and dis- 
tinguish between (#) its falsity as a de- 
scription of what is and (i) its unwisdom 
as a policy for the future? To what ex- 
tent are the questions I ask of the past 
posed in terms of what I want in the 
future? 

In spite of these doubts and scruples, 
the distinction between a knowing of 
what is and a decision to work for a 
change from what is seems to me to go to 
the root of the matter and to justify the 
conclusion that there are really two 
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economicses (sic): an economic science 
which is slowly building up a categoreal 
apparatus for the description of actual 
practices, and an economic practice 
which is slowly utilizing the enlighten- 
ment of economic science. Perhaps a part 
of our current difficulties comes from our 
inability to carry this distinction through 
our generalizations; but it is only fair to 
remember that these difficulties have no 
counterpart in natural science. Econom- 
ics is assiduously elaborating accurate 
procedures for knowing an intelligent 
practice that is constantly being modified 
in the light of this knowledge; and it is 
time for our philosophy to recognize that 
the world is, among other things, a place 
where economics is possible. 


V 


In the end, Professor Robbins seems 
more optimistic about the scientific per- 
fection of current economic science than 
I can be, and his definition of economics 
includes more than I am yet prepared to 
assign it. For the present I prefer to go 
on in my thinking with definitions based 
more closely on practical convenience 
and the social institutions concerned with 
it—wealth, business, purchasable com- 
modities, the phenomena of exchange, 
measurable values. From this point of 
view the economic is co-ordinate with the 
political, the judicial, the military, the 
medical, etc., the distinctions being what 
might be called “vertical”; but each of 
them, when carried up, crosses an imagi- 
nary horizontal line into the field of mor- 
als (or cal! it something else) where they 
are respectively ordered in a more or less 
unified system of common ultimate val- 
ues. There is what Professor Hocking 
has called the moralist’s illusion that an 
issue can be purely moral and nothing 
else; but, if we avoid this illusion and 
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think of the moral as the projection of all 
practical interests onto a single plane for 
final ordering, there will be a place where 
economic ends (pace Mr. Robbins) are 
considered morally—that is, in their rela- 
tion to other ends (security, freedom, 
peace, force, etc.), and that will be the 
place of welfare economics. Economic 
will thus be an adjective with three dis- 
tinguishable denotations: (1) that area 
of practice where decisions involving 
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measurable values are formed; (2) that 
branch of science which studies the fore- 
going; and (3) that part of moral prac- 
tice and of ethical theory where measur- 
able values are co-operatively harmo- 
nized with other values. I see no good way 
of getting along without all three of them 
and no reason why we should be con- 
fused by the triple meaning, provided we 
know what we are doing. 
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tween war economy and foreign 

trade we have to reclassify the dif- 
ferent types of exchange and trade con- 
trols. These systems—instruments of 
various economic policies—may be sub- 
divided according to the functions they 
fulfil for the domiestic economy. First, 
we have the depression-type of exchange 
control, which has been used by debtor 
and depression-stricken countries to stop 
the flight of foreign capital and to limit 
the effects of the Great Depression upon 
their exporis and imports. Second, we 
have the state-socialist type of control, 
which has been utilized by Russia to plan 
and manage its foreign trade and ex- 
change with the nonsocialist world. Fi- 
nally, we have the state-capitalist control 
of foreign trade and exchange of the Fas- 
cist powers. Germany carried on the first 
and third types of foreign trade during 
the thirties, for the Nazis converted the 
original system of exchange control into 
an institution of the totalitarian state. 
It is the third type of control that forms 
the topic of this paper. 


I STUDYING the interrelationships be- 


I 


An understanding of the Nazi system 
of foreign trade and exchange depends 
upon an interpretation of their internal 
economic system. The Nazis did not aim 
at a policy of “full employment” and 
elimination of the business cycle. Nei- 
ther did they primatily seek economic 

*I am indebted to Professors Karl Brandt and 


John B. Condliffe for valuable suggestions in reor- 
ganizing the paper. 


self-sufficiency. Autarchy, consistently 
executed, would have involved an in- 
crease of the agricultural, and a deliber- 
ate reduction of the manufacturing, sec- 
tion of the economy. What the Nazis ac- 
tually did was to foster industrialization 
in the war industries by every means and 
use military autarchy? as a temporary 
and protective device against economic 
blockade by enemy powers during war. 
It follows that economic autarchy is not 
an essential feature of the Fascist system 
of international trade. 

Events proved that the supreme eco- 
nomic aim of the German Wehrwirtschaft 
was to establish a war economy in peace- 
time. The experience of World War I and 
the increased demand for fighting ma- 
chines in modern war suggested to the 
Nazis that the war economy must pre- 
cede in time the war itself. The zealous 
execution of this policy led to a tremen- 
dous expansion of the war industries 
(with a relative decline of civilian indus- 
tries), the production of great quantities 
of war materials, and storage of foreign 
and domestic raw materials and food- 
stuffs. Finally, it put the whole economy 
on a war basis. 

The war economy in peacetime, taken 
as a matter of course today, could not be 
set up within the traditional political, 
economic, and legal framework of soci- 
ety. It involved a basic reorganization of 
the economic and political life of the peo- 
ple in Germany. No war economy in 

2 For the distinction between economic and mili- 


tary autarchy see Eduard Heimann, “Autarchy,” 
War in Our Time (New York, 1939), pp- 132-52- 
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peacetime has been or could well be es- 
tablished in a democracy. A political dic- 
tatorship by a Fascist party® is the indis- 
pensable political condition for imposing 
a war economy upon a nation in peace- 
time. Such a dictatorship alone has the 
means and power to subject its people to 
the inevitable privations of a war econ- 
omy and to exact the sacrifices which a 
policy of Fascist imperialism entails. 
Economically, two major changes 
transformed the traditional system of 
private capitalism into a Fascist-directed 
war economy. Internally a gradual reor- 
ganization of the economy took place 
along the lines of a state capitalism. This 
system still retains private ownership of 
the means of production but replaces the 
“self-regulation” principle of the markets 
by a careful directing of the economy 
through state agencies. These agencies 
attained monopolistic power in the mar- 
kets; they directed and regulated the 
economy for the purposes of war. They 
determined prices for goods and services 
and allocated factors of production ac- 
cording to a system of priorities. Wage 
rates were kept at the depression level in 
order to reduce the purchasing-power for 
consumption and to increase the accumu- 
lation and investment of profits in war 
industries. The priority system allocated 
the available productive factors, first, to 
the war industries, then to the substitute 
industries, next to the food-producing 
industries, and, finally, to the other ci- 
vilian industries. The traditional mo- 
tives for economic actions—consumers’ 
choice and maximization of profits— 
could be realized only within the limits 
of the state-determined priorities. In 
this fashion private capitalism was trans- 
} The party in Italy and the army in Japan did 


not establish a war economy until after their wars 
with Abyssinia and China. 
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formed into state capitalism for the 
building-up of a war economy.‘ 

Reorganization for war required a 
change in the external features of the 
German economy. Economic insulation 
became necessary for three reasons. 
First, any attempt by future enemy 
powers to disturb the development of the 
internal war economy had to be frustrat- 
ed at the outset. Second, the influence of 
international cyclical fluctuations had to 
be reduced as far as possible so as not to 
affect the expansion of the internal war 
economy. Finally, the composition and 
volume of goods imported and exported 
had to be closely controlled so as to satis- 
fy the requirements of the domestic war 
economy. In consequence, the ‘“‘autono- 
mous” pricing system and the “national 
monetary system’’—results of the de- 
pression—became instruments of eco- 
nomic insulation. They formed a protec- 
tive wall around the German war econ- 
omy and thus provided the external pre- 
requisite for the regulation of the war 
economy at home. 

The insulated war economy called for 
a new form of economic connections with 
the peace economies abroad. The Nazis 
aimed at stable prices and money value 
at home because this insured a speedy 
development of the war economy. But 
they could not impose stable prices and 
uniform exchange rates upon other na- 
tions. During the depression the world 
market had been divided into many na- 
tional markets, in which the same com- 
modities were sold at different prices. 
The free-exchange markets had disap- 


4 For a discussion of the other features of state 
capitalism see Adolph Grabowsky, Der Sozialimperi- 
alismus als letzte Etape des Imperialismus (Basel, 
1939); Frederick Pollock, “State Capitalism: Its 
Possibilities and Limitations,” Studies in Philosophy 
and Social Science (New York, 1941); Maxine Y. 
Sweezy, The Structure of the Nasi Economy (Cam- 
bridge, 1941). 
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peared; national moneys could not be ex- 
ported freely, and each of them had a dif- 
ferent price in the various closed-ex- 
change markets. Consequently, the Na- 
zis were confronted with many national 
markets, multiple prices, and multiple 
exchange rates abroad. They decided to 
protect their own prices and money 
standard and to utilize the differences in 
prices and exchange rates abroad for the 
development of their war economy. This 
twofold aim placed three tasks upon 
their foreign trade and exchange monop- 
olies: first, to nullify the influence of for- 
eign prices and exchange rates upon their 
internal prices and currency; second, to 
devise new means of price adjustment 
and to utilize the foreign capital in Ger- 
many as a means of payment for imports; 
third, to shift the losses involved in mul- 
tiple prices and exchange rates onto the 
trade partners and to secure for them- 
selves a maximum of imperialistic gains. 
For it is this exploitation of the trade 
partner that had already made Fascist 
economic imperialism a characteristic of 
the Nazi war economy in peacetime. 


II 

The new functions of international 
trade required the formation of two 
state-capitalist monopolies of foreign 
trade and exchange, for foreign exchange 
and payments came to be a business of 
the state, while trade transactions were 
to be conducted by private businessmen 
according to the rules laid down by newly 
formed state agencies. 

The state monopoly of foreign exchange 
and payments has four characteristics. 
First, all exportation and, in 1935, im- 
portation of German money were forbid- 
den. The secret export of money de- 
clined markedly, and the German mone- 
tary system became perfectly insulated. 
Second, the exclusive right of the official 
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devisen organization to hold precious 
metal and to be the only one to deal in 
devisen (foreign bills of exchange) was rig- 
idly enforced. The newly formulated de- 
visen law of 1939 eliminated the right of 
owners to deal in any object which may 
be used for transferring value to other 
countries.’ Hence all claims for payment 
to any other country have been put un- 
der control of the exchange monopoly, 
and transfer of any asset to other nations 
is possible only with the explicit permis- 
sion of the Devisen Office. 

Third, the transfer moratorium of 1934 
was intended to eliminate the payments 
of interest and amortization for foreign 
loans, which was “‘in fact a refusal to use 
foreign exchange for debt service.”® Only 
creditor nations with an active balance of 
trade could, through payments or clear- 
ing agreements, maintain the debt serv- 
ice by paying creditors from the “im- 
port surplus.’ All other creditors had to 
endure the supervision of the Konver- 
sionskasse over all transactions with 
blocked accounts and repatriated Ger- 
man securities. The repayment of for- 
eign loans through “additional exports” 
declined markedly. The interest rates 
were reduced, and the foreign capital was 
reinvested in German war industries. 
The Golddiskontkasse cashed the differ- 
ence between nominal value and repur- 
chasing price of blocked marks in Ger- 
many. But such gains could not be real- 
ized if blocked accounts were used for 
buying German securities. The new de- 
visen law of 1939, however, compelled all 
creditors to remit all such gains to the 
German government. The transfer mor- 
atorium thus became the instrument for 
keeping the foreign capital in Germany 

’Cf. Carl-Herman Mueller, Grundriss der Devi- 
senbewirtschaftung (2d ed.; Berlin, 1939), Pp. 71- 


‘J. B. Condliffe, The Reconstruction of World 
Trade (New York, 1940), p. 246. 
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and realizing most of the depreciation 
gains at the same time. 

Finally, the supply of devisen came 
under the control of the exchange mo- 
nopoly. All export proceeds, even if they 
accrue in German money or other claims, 
have to be offered to the Reichsbank, 
which buys at the official exchange rate. 
In this way the normal supply of devisen 
is concentrated by and channeled to 
the official exchange monopoly. Other 
sources of devisen have been opened 
through clearing agreements, in which 
trade partners had to make a devisen sur- 
plus available to the German govern- 
ment. Yet the actual supply of devisen 
declined as a result of the “additional” 
exports and the extensive use of clearing 
agreements, the number of which had in- 
creased to forty in January, 1939. The 
state-capitalist concentration of devisen 
supplied led to a reduction of supply as 
well as use of devisen altogether. 

The central Devisen Office secured, as 
the four characteristics indicate, a com- 
plete monopoly over the demand and 
supply of devisen. For it reserved for it- 
self the power to decide when and how 
payments should be made to foreigners 
and how proceeds from exports should be 
utilized. Moreover, this power was used 
for achieving three other ends: to estab- 
lish a dual currency system; to introduce 
new forms of monopoly prices in the 
closed-exchange markets; and to realize 
new forms of imperialistic gains. These 
ends are not a necessary feature of ex- 
change control, but they are essential for 
an insulated war economy and for Fascist 
imperialism. 

The new currency system developed a 
purely domestic paper standard and an 
external deposit currency. Traditional 
paper money could be used as a means of 
exchange for internal transactions only. 
This decision provided the domestic war 
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economy with its three essential mone- 
tary prerequisites. The domestic volume 
of purchasing-power became fully inde- 
pendent of the gold and devisen resources 
at home or the supply and demand of 
German money abroad. The credit pol- 
icy was freed from its traditional internal 
and external restraints. Unlimited credit 
expansion could take place without in- 
volving for many years the well-known 
dangers of an excessive supply and in- 
creased velocity of money. Moreover, 
domestic currency established insulated 
money and capital markets, the compre- 
hensive “steering” of which enabled 
Nazi Germany to avoid inflationary dan- 
gers and to utilize all its capital funds for 
the financing of the war economy. 

The external and internal currencies 
are closely interconnected through meas- 
ures of the exchange monopoly. It inves- 
tigates the origin of foreign claims and 
devises a special “exchange mechanism” 
for their payment. German debtors es- 
tablish a devisen account for the foreign 
creditor with an authorized devisen 
bank. These devisen deposits are the 
proper, and only, means of payment of 
the external currency system. They can 
neither be freely converted into legal- 
tender money nor transferred to another 
country nor utilized for any purpose save 
the one specifically designated by the 
Devisen Office. There are, on the whole, 
five kinds of payments for which devisen 
accounts can be used. Claims of clearing 
countries are canceled through special 
clearing banks without exchange of 
money between the clearing countries. 
Claims of “payment”’ countries are di- 
vided into two groups: payments for the 
goods mutually imported are permitted; 
the remaining export proceeds are re- 
served for paying the creditors of the 
payment countries. Blocked accounts, 
resulting from interest or amortization 
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payments of German debtors, can ulti- 
mately be used in Germany only. The 
“aski marks” represented payments of 
German importers to the account of a 
foreign seller who can “transfer” his de- 
posits only through the export of specifi- 
cally designated German goods. Finally, 
certain devisen accounts can be used for 
buying actual devisen from a devisen 
bank if properly permitted by the Devi- 
sen Office. 

The exchange monopoly derived cer- 
tificates from devisen deposits to be used 
as “money’”’ in paying foreign claims. 
The check device was thus incorporated 
into the external currency system but 
had to be modified considerably. First, 
the subsidiary kinds of money were re- 
stricted to specifically designated pay- 
ments. Moreover, certain kinds of ex- 
ternal money, like clearing marks, circu- 
lated within Germany only, while others 
could be transferred temporarily to other 
countries but must be returned to Ger- 
many for final payment. Devisen and 
“free reichsmarks” are the only excep- 
tions to this rule. Finally, devisen depos- 
its do not depend on any monetary re- 
serve. The “reserve” of the devisen de- 
posits has been the exchange monopoly 
itself, which decides how many devisen 
deposits shall exist and for which pur- 
poses they shall be used. 

It is to be emphasized that a uniform 
monetary standard of the external cur- 
rency was neither necessary nor desired. 
Subsidiary moneys in Germany, if cir- 
culating, could not decline in value be- 
cause their quantity and price were close- 
ly regulated. A fall in the value of these 
moneys abroad was desired, because the 

7The most important kinds of such subsidiary 
money were the clearing marks, blocked marks, aski 
marks, registered marks, and emigrant marks. The 
different kinds of blocked marks, formerly very nu- 


merous, were reduced to two, namely, commercial 
and preferential blocked marks. 
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Nazis used such value differentials to 
subsidize their exports and to realize 
other imperialistic gains. 

The traditional uniform monetary 
standard was replaced by a series of ex- 
change rates. They came to be monopo- 
listically determined prices, for they were 
fixed directly or indirectly by the Nazi 
exchange monopoly. There was, first, the 
officially fixed exchange rate, which sup- 
posedly was based on the mint par value 
of the former gold currency. Actually, 
we had here a state-administered ex- 
change rate, with buying and selling 
prices fixed by authoritative decision. 
The fact that the officially fixed exchange 
rate coincided with the mark parity of 
the domestic currency was merely a re- 
sult of peculiar historical circumstances. 
Originally, the secret export of German 
money and the “black bourses” abroad 
limited the monopolistic power of the 
state. The prohibited import of German 
money, the rigid enforcement of the new 
penal code, and the suppression of the 
black bourses abroad by increased pres- 
sure upon other governments* made the 
exchange monopoly absolute. Since the 
outbreak of World War II the buyers’ 
and sellers’ monopolies of devisen have 
been able to fix the official rate at a point 
where the monopolistic gains are at a 
maximum. 

There was, second, the negotiated clear- 
ing rate incorporated into the various 
clearing or payment agreements. This 
rate was determined by the bargaining 
strength of the clearing partners. Two de- 
cisive factors always favored Nazi Ger- 

8 In 1936, e.g., the Swiss government forbade the 
sale of secretly exported German marks in Switzer- 
land in order to enforce its tourist agreement with 
Germany. In 1937 the writer described the Nazi ex- 
change monopoly to the listeners of Radio Basel. 
The Swiss government then informed the director 
of Radio Basel that the writer’s talks on contem- 


porary monetary problems disturbed the relations 
with Germany and ordered them to be canceled. 
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many: its trade monopoly and its in- 
creasing military-political power. Other 
countries could obtain concessions only 
if they had a favorable trade balance and 
were not too dependent upon the Ger- 
man economy for imports and exports of 
goods. But these concessions were usual- 
ly very small and could be offset by other 
gains resulting from the German trade 
monopoly. The lack of a state-monopo- 
listic organization in other countries en- 
abled the Nazis to capitalize upon the 
conflicting interests of the creditors and 
exporters abroad and obtain a favorable 
exchange rate and, in many instances, a 
payment of devisen to Germany. With 
the increasing military strength of the 
Nazis, the clearing rate became equal to, 
or even exceeded, the official exchange 
rate. Consequently, the Nazi trade mo- 
nopoly, supplemented, but by no means 
replaced, by political and military power, 
joined forces with the exchange monop- 
oly in order to determine the clearing ex- 
change rate. 

There was, third, the depreciated rate 
of exchange for the blocked marks and the 
compensation marks.’ Actually, there 
were three different prices for the same 
kind of mark accounts, namely, the face 
value of the blocked or compensation ac- 
counts, their selling price abroad, and the 
repurchasing price within Germany. The 
difference between the face value and the 
repurchasing price was determined by 
the German authorities and represents 
the Nazi depreciation gain. This has 
been called “‘selective depreciation’’*® be- 

* A fourth rate of exchange concerns the secretly 
exported German notes and coins exchanged at black 
bourses. The rigid restrictions upon import and ex- 
port of domestic currency reduced the actual sale of 
secretly exported money to minor importance. Con- 
sequently, the exchange rate on the black bourses 
was controlled along the line of the depreciated rate 
and can thus be neglected here. 


** Thomas Balogh, “The National Economy of 
Germany,” Economic Journal, XLVIII (1938), 481. 
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cause the depreciation is confined to ac- 
counts resulting from compensation trade 
and from liquidating frozen assets. The 
depreciation involves mainly a loss for 
the foreign creditor and exporter and a 
gain for the foreigner importer of German 
goods, as well as for the German pro- 
ducer of exported goods (or the German 
government in case of blocked accounts). 
Ostensibly, the mark claims derived from 
such accounts were sold freely in the for- 
eign market and exchanged at a “‘free- 
market rate.” Actually, demand and 
supply of the various marks traded in 
sectionalized markets abroad were deter- 
mined, in the last instance, by the joint 
efforts of the German exchange and trade 
monopoly. German agencies, issuing 
blocked marks and permitting compen- 
sation exports, had a sellers’ monopoly 
because they could limit the supply of 
marks abroad to the quantities desired. 
Other agencies determined the demand 
for marks abroad by permitting compen- 
sation imports or defining the opportuni- 
ties for reinvesting or spending the 
blocked marks in Germany. 

All three exchange rates are monopoly 
prices of a peculiar kind. The officially 
fixed and negotiated rates are stable for 
long periods, independent of any market 
forces, and belong to the authoritatively 
determined prices. The depreciated ex- 
change rate belongs to the group of mo- 
nopolistic market prices controlled by 
one state monopolist. Its aim is to maxi- 
mize its total gains by reducing the dis- 
count of the blocked marks to a point 
that allows the highest export proceeds 
for goods sold to the various countries. 
Yet this aim could not be fully achieved 
because the power of the monopolist was 
limited by two factors: the timing of the 
sellers’ disposal of their blocked marks 
and the willingness of buyers to trade 
with Germany. These uncontrollable fac- 
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tors led to fluctuations in demand and 
supply and to price variations of the 
blocked marks. The monopoly had mere- 
ly the power to keep the price fluctua- 
tions within certain limits. Hence the 
Nazis became less and less interested in 
exporting goods for compensation im- 
ports or liquidation of foreign loans. 
These exports did not furnish devisen but 
exerted some pressure upon export prices 
and tended to overtax the already re- 
duced export capacity of Germany. The 
depreciated exchange rate declined in im- 
portance, and the quantity of compensa- 
tion marks was insignificant when the 
war began. 

This leads us to the main forms of im- 
perialistic gains obtained through the ex- 
change monopoly. There is the involun- 
tary credit exacted from trade partners. 
Delay in payment of claims between 
clearing countries, very common in clear- 
ing trade, was perfected and deliberately 
used by the Nazis as a means of economic 
exploitation. Through delaying pay- 
ments the German government received 
either an involuntary credit from foreign 
importers without payment of interest or 
a prolongation of an existing loan from 
foreign creditors at reduced interest. The 
benefit of the credit in each case accrued 
to the German government and not to 
the German importers or debtors. Both 
were obliged to pay their debt within a 
specified period to a designated devisen 
bank. In two ways only could the time 
period of involuntary clearing credits be 
limited, namely, by importing more 
goods from Germany or by restricting 
exports to Germany rigidly so as to keep 
a proper balance between claims and 
payments in both clearing countries. 
Owners of blocked accounts could limit 
the quantity and time of an involuntary 
credit only by reinvesting the original 
loan in a specified kind of German busi- 
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ness and by allowing the Konversions- 
kasse to deduct its depreciation gain. 
Closely related to the involuntary 
credit is the gain secured through the 
discounts of the various subsidiary marks 
circulating abroad. In creating deliber- 
ately a German import surplus with 
clearing countries or in issuing more 
blocked marks than could be sold abroad, 
the exchange monopoly achieved a fall 
in price of these marks. This deprecia- 
tion induced foreign importers to buy de- 
preciated marks from foreign exporters, 
who took a loss in order to escape the in- 
voluntary credit.* The exchange of 
marks among foreigners adjusted, in 
many cases, the higher German prices to 
the lower prices abroad. The loss in- 
volved in the price adjustment was im- 
posed either upon the foreign exporter or 
upon his government.” The German ex- 
change monopoly thus could reduce or 
save its export subsidy and shift the bur- 
den of price adjustments to the trade 
partner. The foreign governments had 
one chance to eliminate the imposed de- 
preciation and limit the involuntary 
credits, namely, to forbid the sale of 
marks in their own country and subject 
trade with Germany to a closely regulat- 
ed license system. They thereby estab- 
lished state monopolies of their own, 
which were less effective because they 
were not based upon a state-capitalist 
system at home. Many of the states 
could not stop but could merely retard 


"t Logically, the depreciation should eliminate in- 
voluntary credits, for imports and exports should 
soon balance each other. Actually, both existed side 
by side because the Nazis increased their imports 
faster than the depreciated marks were bought by 
foreign purchasers of German goods. 


"2 This applies to most of the clearing and blocked 
marks (for an exception see Howard Ellis, “Ex- 
change Control in Germany,” Quarterly Journal of 
Economics, LIV [1940], 166), while in compensation 
and travel marks Germany could not avoid all losses. 
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their own transformation into an eco- 
nomic dependency of Germany. 

The exchange monopoly used its power 
to devaluate the bonds and stocks on the 
markets and thereby reduced the actual 
value of the German foreign debt. Stand- 
still agreements had designated the pro- 
ceeds of additional tourist business, etc., 
for the servicing of the short-term loans. 
The reduced rate of interest for those 
loans and the restricted opportunities for 
spending the travel marks led to a fall 
in the price of bonds and stocks on the 
markets. The exchange monopoly then 
purchased devaluated securities and 
thereby avoided the liquidation of the 
debt at its nominal value. 

The widespread depreciation of foreign 
currencies was utilized by the exchange 
monopoly for securing two forms of pick- 
ings. The foreign debt, mostly negotia- 
ted in foreign currency, was greatly re- 
duced through the depreciation. This 
gain could not be realized for loans in 
German currency or for reinvestment in 
Germany. The devisen law of 1939 or- 
dered that all creditors must pay the de- 
preciation gains to the governmental 
conversion office. Moreover, the devalu- 
ation abroad led to an overvaluation of 
the German external currency. In con- 
sequence, the German subsidiary mon- 
eys, excluding the few exceptions, had 
a higher purchasing-power relative to 
other currencies. The foreign traders 
could not receive the equivalent of their 
goods’ worth, for a part of their profits 
was transferred to German traders or the 
exchange monopoly. Monopolistic profit 
was thus realized, which took the form 
of imperialistic gain. nga 

The analysis of the Nazi exchange mo- 
nopoly leads us to some conclusions as to 
the relation between exchange monopoly 
and war economy. First, exchange con- 
trol is not only indispensable for a full- 
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fledged war economy in wartime," but it 
is also essential for a developing war econ- 
omy in peacetime. The contention that 
free exchange and free trade would be a 
better method of preparing for war" has 
been disproved by the pre-war history of 
the Axis powers. Second, the conditions 
under which the various types of ex- 
change control operate change, once all 
major powers are waging war. Every 
world war divides the world market into 
sectionalized markets of countries. Ex- 
change of goods is confined to allies and 
their nonbelligerent partners. This leads 
to the formation of two limited trading 
areas of the two groups of belligerent 
states, with the small neutrals as a weak 
link. Within these trading areas the al- 
lies pool their resources and tend to in- 
crease their exchange of goods. This 
leads to an interlocking of exchange con- 
trol among allies or to an elimination of 
monetary payments for goods altogether 
(e.g., Lend-Lease). Third, the two inter- 
related systems of exchange control are 
by no means identical in nature. Both, it 
is true, employ and intensify more and 
more the clearing device. But the clear- 
ing agreements are utilized for different 
ends. The exchange and trade agree- 
ments among the United Nations are free 
from imperialistic exploitation of the 
trade partner. They represent adjust- 
ments of the depression type of exchange 
control to war conditions. These adjust- 
ments correspond to the priority war 
economy of Great Britain and recognize 
the fact that the United States is the larg- 
est contributor to the economic war ef- 
fort of the United Nations."* The Nazis, 

"3 Cf.S. E. Harris, Economics of American Defense 
(New York, 1941), Part IV. 

™S. T. Possony, Tomorrow's War (London, 
1938); A. Mendelssohn-Bartholdy, War and German 
Society (New Haven, 1937). 

*s We are, therefore, unable to accept Dr. Bal- 
ogh’s implicit contention that every clearing trade 
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however, extend their state-capitalistic 
war economy to the dominated countries 
and exploit their allied as well as defeated 
“partners.” 


III 


The aim of international trade control 
under conditions of depression has been 
the protection or increase of domestic 
production through restricting imports 
and stimulating exports. The aim of a 
state-capitalistic regulation of interna- 
tional trade has been the strengthening of 
the war economy at home. Consequently, 
the curtailing of consumption started 
with restricting the import of finished 
goods and many kinds of foodstuffs. In- 
creased production of war materials was 
accompanied by a decreasing export of 
such materials; exports of finished goods 
were desirable only if and when they sup- 
plied devisen for the import of essential 
raw materials. International trade was 
thus integrated in, and became a func- 
tion of, the domestic war economy. 

The Nazis, in realizing this new aim, 
changed the methods of controlling for- 
eign trade. They introduced a compre- 
hensive organization of a joint state-con- 
trolled import and export monopoly, with 
the help of which they gradually accom- 
plished a complete regulation of the 
quantity, quality, direction, allocation, 
and prices of goods imported and ex- 
ported. 

The import monopoly” has four char- 
acteristics. First, the importation of 
commodities was made dependent upon 


must lead to an imperialistic exploitation of the 
trade partner. Nor does his proposed state-capitalis- 
tic exchange monopoly seem to be in agreement with 
the priority war economy of Britain (cf. “The Drift 
towards a Rational Foreign Exchange Policy,” Eco- 
nomica, August, 1940). ; 


*6 The export monopoly will not be considered in 
this paper because of limited space and lac:.  de- 
tailed information. 
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the granting of an exchange permit prior 
to the shipping of goods. This measure 
closed the borders against any undesir- 
able foreign goods, made the import de- 
pendent upon governmental permission, 
and allowed for an administrative check 
at the ports of entry. Second, the avail- 
able devisen were no longer distribut- 
ed among importers according to the 
amount of business transacted in a base 
year. The distribution was handed over 
to an interministerial commission, which 
divided the devisen among the various 
industries according to their significance 
for the developing war economy. In dis- 
tributing the devisen, the commission di- 
rected imports and co-ordinated the ex- 
ternal with the internal economy. Third, 
the actual regulation of the imported 
goods was performed by the newly es- 
tablished system of control boards. They 
allocated and supervised the division, 
storage, sale, and use, as well as the 
prices, of the imported goods within 
Germany. The allocation of imports was 
handled through the granting of ex- 
change permits, after consultation with 
the respective regional devisen offices. 
The joint issuing of permits assured the 
interconnection between the trade and 
exchange monopolies. Fourth, the con- 
trol boards relied for the performance of 
their internal control functions upon the 
formerly private, now state-controlled, 
trade organizations in the various indus- 
tries. The application of the “leader 
principle” to these organizations trans- 
formed them from self-governing organs 
of businessmen to quasi-state agencies, 
affiliated with and dominated by the 
Nazi party."? 

The control boards thus secured 4 


'? The affiliated economic organizations are de- 
picted by Thomas Reveille, The Spoils of Europe 
(New York, 1941), and Robert A. Brady, Business as 
a System of Power (New York, 1943). 
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complete monopoly over the demand and 
supply of imported goods. The boards 
participate actively in the quantitative 
and qualitative formation of demand. 
The “general” exchange certificates, re- 
stricting the total demand for imports, 
were replaced by exchange permits for 
individual transactions. This change in 
the form of licenses granted had two ef- 
fects. The base-year device of the de- 
pression time could be eliminated and its 
inherent difficulties avoided. The con- 
trol boards could examine the quantity 
as well as the kind of foreign goods de- 
manded and thereby modify the choice 
of traders and producers. The quantita- 
tive restrictions reduced the available 
choices between commodities and coun- 
tries; the qualitative control made the 
actual choices, existing within the quan- 
titative limits, dependent upon the ap- 
proval of state agencies. They not mere- 
ly restricted total demand but participat- 
ed actively in its formation: the individ- 
ual’s desire and purchasing-power as well 
as the state’s approval lead now to effec- 
tive demand for foreign goods. The 
change in the formation of demand trans- 
forms the restricted individual demand 
into a collective demand of state agen- 
cies. This established a buying monopoly 
of the Nazi state in foreign markets. The 
state can concentrate the demand for the 
commodities of other countries and act 
as if it were a single monopsonist. This 
peculiar, state-capitalistic type of mo- 
nopoly of foreign trade gives all the mo- 
nopolistic advantages to the Nazi state 
that usually result from a state-socialis- 
tic import monopoly. Moreover, the 
State agencies determine the importing 
country and the quantity, as well as the 
kinds, of goods supplied; they also select 
the German producers allowed to buy the 
imports from the traders. The state is 
therefore able to act as if it were a single 





monopolist. The domination over de- 
mand and supply of imported goods is 
thus complete. 

The state-capitalist type of import 
monopoly combines features of private, 
as well as of state-socialist, import mo- 
nopolies. It secures monopolistic gain 
through exploiting the foreign exporters 
and thereby subjects other countries to 
imperialistic domination. But it also se- 
cures economic planning of foreign trade 
and, to some extent, internal trade, al- 
though not actually buying and paying 
for goods on its own account. But gains 
and economic planning are utilized solely 
for the developing of a war economy and 
are not indicative of economic socialism. 

Compensation trade could not be 
made an effective source of exploitation; 
hence it was gradually eliminated. Ex- 
port articles available for compensation 
deals were reduced in 1934. Compensa- 
tion transactions with a value below 
50,000 marks were forbidden in 1936, and 
for all practical purposes this kind of 
trade ended in 1937. This trade device 
had increased German import prices be- 
cause foreign exporters were able to shift 
a part of the discount of compensation 
marks to German importers."* The Nazi 


*®The contention that German import prices 
were increased by the fud/ discount of compensation 
marks (cf. J. R. Huber, “The Effects of German 
Clearing Agreements on Imports Restrictions of 
Cotton,” Southern Economic Journal, VI [1940], 
427) is hardly convincing. Foreign exporters could 
at best impose that part of the discount upon the 
German importers which exceeded the price differ- 
ence between German import prices and world-mar- 
ket prices (e.g., English import prices). If the dis- 
count was a little smaller than this price difference, 
foreign exporters had only one choice: to sell to 
Germany or not at all. 

Once an industry has been made dependent upon 
the German market, the German trade monopoly 
could use the discount in one market as a device to 
reduce the prices for the same goods in other mar- 
kets to nearly the discount level. Witness the price 
similarity between Turkish and Brazilian cotton, 
where the Nazis could shift their demand from one 
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prohibition of premium payments in 
Germany could not reduce import prices 
because the premiums were now paid 
outside of Germany. Consequently, the 
barter trade was eliminated. 

The Nazis, however, changed the 
clearing trade from a bilateral balancing 
of ingoings and outgoings to an instru- 
ment of exploitation of trade partners. 
They deliberately increased their imports 
above the global quotas negotiated in 
clearing or payment agreements so as to 
obtain (1) involuntary credits mentioned 
above and (2) increasing exports to the 
clearing partners. In preventing the sup- 
plying country from using the proceeds 
of its exports to buy in the cheapest mar- 
ket, the Nazis expanded their trade and 
thereby secured a monopolistic buying 
and selling position in the localized mar- 
kets of clearing partners. The result was 
a shift of German trade away from the 
industrial countries to the suppliers of 
raw materials and foodstuffs,’® a piling- 
up of unpaid trade balances, and repeat- 
ed negotiations of new agreements which 
tended to give more and more advan- 
tages to the Nazis. Moreover, it led to 
the use of economic sanctions (refusing 
to import or export goods), to price- 
dumping as a means of fighting compet- 
itors in clearing countries, and to grant- 
ing economic favors to special foreign 
groups so as to win their assistance 
against their own governments. 

A second form of exploitation resulted 
from price control of imported goods by 


localized market to the other and thereby reduce the 
German import price of Turkish cotton below the 
cotton price in Turkey itself, although the discount 
on cotton marks in Turkey was small. 


19 For statistical data concerning the result of the 
German trade policy see Ellis, op. cit., pp. 138-56; 
Hans Staudinger, “The Future of Totalitarian Bar- 
ter Trade,” Social Research, November, 1940; H. C. 
Hillmann, “Analysis of Germany’s Foreign Trade 
and the War,” Economica, February, 1940. 
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the control boards. The rule for price 
control of imported goods is to be found 
in a decree of September, 1934, which or- 
dered importers to charge only the ruling 
price abroad plus the customary trading 
margin. The control boards, in enforcing 
this rule, required every importer to list 
the import price and the domestic buyer 
of the foreign goods before they granted 
an exchange certificate to an importer. 
It thus became possible for the control 
boards to check the buying and selling 
prices of importers and to direct them to 
the cheapest markets abroad. The im- 
port monopoly was even able to create 
artificially cheap markets abroad through 
concentrating its demand and securing 
price reductions from the foreign export- 
ers or governments. In consequence, 
profits were transferred between coun- 
tries, providing an imperialist gain for 
the import monopoly. 

To utilize this gain for the develop- 
ment of the war economy the import mo- 
nopoly restricted the importers’ profit to 
the customary trading margin. All “ex- 
cess” profits were considered ‘“‘unfair,” 
even if they resulted from differences be- 
tween the internal and the external price 
levels. The state did not expropriate ex- 
cess profits but either levied special du- 
ties upon traders or forced them to pass 
on a part of their profits to a favored 
group of domestic producers (e.g., wheat). 
The gain thus was transformed into a 
subsidy for farmers or for producers of 
high-cost substitute goods or of war ma- 
terials. 

The import monopoly engaged in eco- 
nomic planning for promoting the war 
economy when it deliberately adjusted 
the various prices of imported goods to 
the internal-price level. Its aim was to 
keep the internal prices stable by nullify- 
ing or minimizing the influence of foreign 
prices. Two phases of price adjustment 
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have to be distinguished. The low import 
prices before 1935 required an upward 
adjustment of the domestic price of im- 
ported goods. It was in the case of agri- 
cultural control boards only that the im- 
port monopoly absorbed the price differ- 
ence directly. In the other cases the mo- 
nopoly confined itself to redistributing 
the excess profits of the traders among 
producers of essential materials. The 
control of the importers’ margin was thus 
supplemented by redistribution of the ex- 
cess profits, and both were used as de- 
vices of price adjustment. The rise in 
prices abroad called for an integrated 
price control of imported and domestic 
goods. This was accomplished through 
the “price stop decree” of 1936. The 
boards, now regulating prices of import- 
ed goods according to rules and excep- 
tions of the price commissioner, aimed at 
eliminating, reducing, or cushioning the 
efiects of foreign price increases upon the 
internal prices. Three lines of policy were 
enforced. First, measures were taken to 
reduce or maintain the German import 
prices by shifting purchases from high- 
to low-priced goods as well as to the 
cheapest markets abroad and by exerting 
pressure upon clearing and compensation 
countries to reduce their export prices in 
exchange against increased German im- 
ports. Second, similar offsetting meas- 
ures were applied in the domestic mar- 
kets whereby the profit margin of domes- 
tic firms had to absorb the price in- 
creases. In addition, administrative price 
reductions were decreed or negotiated so 
as to compensate consumers for higher 
prices of other goods. Yet both offsetting 
measures were only partiallysuccessful and 
could not nullify the influence of foreign 
prices on internal prices. Consequently, a 
third set of measures allowed the shifting 
of the foreign price rise to internal pro- 
ducers. No percentage additions to cost 


333 


were permitted; only the increase in the 
price of raw materials could be added, 
and the gross-profit margins were to be 
kept stable in absolute amount. This 
meant that the higher foreign prices re- 
sulted only in a partial domestic-price 
rise and the increased import prices could 
not generate a general price upswing. 
The only exception to this rule referred 
to importers dealing on produce ex- 
changes, who were allowed to resell at 
replacement prices. This measure, en- 
couraging the formation of stocks, affect- 
ed only a small group of traders and a 
small amount of goods and could not be 
applied by producers. 

The foreign-price influence could be 
confined to industries utilizing imported 
goods because price regulation was sup- 
plemented or reinforced by two addition- 
al provisions: (1) profit control was ex- 
tended to nearly all industries and (2) 
state agencies had to enforce a compre- 
hensive cost control, so as to limit the 
price rise to foreign raw materials. It 
started with compulsory bookkeeping, 
was extended to cost inspection by state 
officials, and ended with a state-deter- 
mined, uniform system of cost account- 
ing. This in effect involved a comprehen- 
sive price control of nearly all factors, as 
well as of the finished products. 

The control boards were charged with 
supplying directly the foreign materials 
to desirable domestic producers. This 
leads. us to the administrative allocation 
of imports to the home industries—the 
second form of economic planning. The 
basis for administrative allocation of im- 
ports is provided for by the state capi- 
talist formation of supply. In refusing to 
permit the importation of certain kinds 
of foreign goods, the boards perform a 
negative allocation. They prevent cer- 
tain kinds of consumption and produc- 
tion dependent upon imported goods and 
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also open a possible market for home- 
produced substitutes. Approval of the 
import permit was supplemented by pos- 
itive allocation of foreign goods. The 
food boards as trading bodies, for in- 
stance, took over the function of buying, 
storing, and selling domestic, as well as 
foreign, agricultural products. The lat- 
ter were bought abroad at seasonally low 
prices; resale to processors or final con- 
sumers was made only to supplement the 
supply of domestic products. Imports 
were thus integrated into the system of 
agricultural market regulation. The dis- 
tribution of imported goods among proc- 
essors passed from equal restrictions to 
all firms to the priority system of prefer- 
ring certain firms and ended with the di- 
rect administrative allocation to the eco- 
nomically and politically most important 
processors in the field. The shift from 
quotas to direct allocations was necessi- 
tated by the war economy, which re- 
quired full utilization of the processors’ 
facilities and excluded the partial em- 
ployment of firms suffering under a re- 
stricted supply of imports. 

Foreign industrial raw materials were 
allocated by the various industrial con- 
trol boards. At first the various firms re- 
ceived quotas determined on the basis of 
their consumption in a given month. 
Then the quotas were fixed, not accord- 
ing to consumption, but according to a 
system of priority that established the 
following order: the Army, the Four- 
Year Plan (e.g., substitutes), exports, 
and private consumers. In these two 
phases the quotas of raw material deter- 
mined the output of products, and the 
indirect control of domestic production 
was thus a function of the import mo- 
nopoly. When full employment in war 
industries was reached, not only raw ma- 
terials but also other factors of produc- 
tion became scarce. They all had to be 
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allocated through direct regulation of 
production. During 1938, special com- 
missioners were appointed to important 
industries, who had to allocate directly 
the various factors of production for pro- 
ducing war material. ‘The control of 
raw-material supply was decentralized 
and the Commissioners took over from 
the Foreign Exchange Offices and Na- 
tional Boards the functions of distribut- 
ing raw materials within their respective 
industrial groups.’”° 

In sum, the import monopoly was one 
of the most advanced and predominant 
institutions of Fascist state capitalism. 
It provided the essential foreign raw ma- 
terials, neutralized foreign priceinfluences, 
and directed internal production through 
the distribution of raw materials. But its 
influence was limited to industries de- 
pending directly and indirectly upon im- 
ports. When partial planning had to be 
extended to a comprehensive planning of 
the whole war economy, the import mo- 
nopoly had to give up many of its inter- 
nal functions. Regulation of foreign 
trade and of exchange became merely one 
of the many features of a state-capitalis- 
tic war economy. Yet the trade and ex- 
change monopolies have contributed 
greatly to the development of state capi- 
talism. They devised and implemented 
the whole system of imperialistic exploi- 
tation. They also separated the alloca- 
tion from the remuneration function of 
prices and proved that factors of produc- 
tion can be allocated through adminis- 
trative measures, demand and supply of 
products being determined through the 
device of state approval. In other words, 
the two outstanding characteristics of 
Nazi state capitalism—imperialistic gains 
through foreign trade and administrative 
regulation of all foreign and domestic 
markets—were developed first in the 


2° Reveille, op. cit., p. 219. 
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field of foreign trade; they are the main 
features of the Nazi economy today and 
will disappear only with the destruction 
of the Nazi system. 


IV 


Military conquest changed political 
and economic conditions and opened the 
road for a Fascist empire in Europe. Its 
formation would pose two problems, 
namely, the trade and exchange relations 
within the empire and economic relations 
with other nations. Economic exchange 
of goods with non-Fascist powers, if re- 
opened, would move along the familiar 
lines of trade warfare, utilizing the trad- 
ing experience of the Nazis during the 
thirties and the economic warfare of the 
present war. New problems, however, 
would arise in the intra-empire trade and 
exchange, whose essential features can be 
discerned in the conqueror’s measures of 
economic exploitation. 

The German exchange monopoly has 
been extended to all occupied countries. 
Precious metals and foreign money had 
to be delivered to the German authori- 
ties. A close investigation of the bank 
safes for valuables, as well as the control 
of all monetary transactions of banks, 
concentrated all devisen in the hands of 
the German exchange monopoly and 
eliminated all direct payments to other 
nations. On the basis of this enlarged ex- 
change monopoly, temporary occupation 
marks (Reichskassenscheine) were is- 
sued, that took the place of the missing 
national currencies. These occupation 
marks—another kind of German external 
money—are not based upon devisen ac- 
counts in Germany. The acceptance and 
value of these marks depend upon the 
measures of the economic mobile troops 
of the German army that fix their high- 
ly overvalued exchange rate. The central 
banks of the occupied countries are com- 


pelled to redeem these marks and charge 
them as a cost of occupation to the ac- 
counts of the respective governments. 

Of more permanent nature is the newly 
introduced monetary system, namely, 
the reichsmark exchange standard. Ger- 
man currency, still dual in character, mo- 
nopolizes all intra-empire payments. The 
national monetary systems of the occu- 
pied countries are reduced to mere do- 
mestic currencies: their units can be ex- 
changed only against external reichs- 
marks. Berlin becomes the center of in- 
tra-empire exchange, for all controlled 
countries have to keep accounts with the 
official German clearing bank. These ac- 
counts are the means by which adverse 
clearing balances are offset in Berlin. A 
new form of “multilateral” agreement 
was thus introduced into the intra-empire 
clearing system. Spain and Portugal 
seem to be the only European countries 
not yet included in this multilateral sys- 
tem of intra-empire trade. 

The exchange rate between the exter- 
nal reichsmark and the various domestic 
currencies of the occupied countries in- 
volves an overvaluation of the reichs- 
mark.* The traditional definition of 
overvaluation as a margin between the 
equilibrium rate and a country’s single 
rate of exchange did not cover the condi- 
tions of the Fascist exchange monopoly 
before the war, because there was neither 
a uniform German exchange rate nor a 
numerically known equilibrium rate. 
The present overvaluation within the 
Fascist empire has to be defined as the 
difference between the exchange rates of 
Germany and the dominated countries 
before the war and the present time. 
This difference now accrues as an imperi- 
alistic gain solely either to the German 
state or to German corporations. The 


** For the degree of overvaluation see figures by 
Reveille (ibid., p. 95). 
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sum of the benefits increases as a result 
of the greater degree of overvaluation, as 
well as of the “buying-out” of foreign 
firms by German banks and corporations, 
as far as the German investments involve 
a capital transfer at all and are not mere- 
ly a reinvestment of occupation pay- 
ments. 

The shift to the reichsmark exchange 
standard led to a change in the various 
kinds of exchange rates. The negotiated 
and depreciated exchange rates are re- 
placed by two officially fixed rates. The 
old mark parity is now a mere intercur- 
rency rate between German internal and 
external moneys. The other rate governs 
the exchange relations between the domi- 
nating external reichsmark and the vari- 
ous domestic currencies of the exploited 
countries. These two rates are independ- 
ent of each other. The intercurrency rate 
will remain stable and uniform for all 
German firms. The intra-empire rate will 
be kept at a much higher level and will be 
varied according to the conditions of ex- 
ploitation in the dominated countries. 
The latter rate will be used to direct 
trade and capital movements, as well as 
to adjust the various price levels within 
the empire. 

The Nazi trade monopoly, too, ex- 
tended its power and scope of activity. 
The independent systems of quota re- 
strictions and exchange control of the 
now dominated countries were abolished. 
The German trade monopoly established 
a new organizational network of trading 
within the developing Nazi empire. Its 
main features are known today. First, all 
commercial agreements of the controlled 
countries are negotiated and signed by 
German agencies, which theveby fix 
quotas of imports and exports and exer- 
cise a close quantitative and qualitative 
regulation of intra-empire trade. Second, 
the German authorities took over the su- 


pervision of nearly all customs frontiers 
of the dominated nations and now are in 
a position to implement all their decrees 
of trade regulation. Third, the trade re- 
lations of the “neutral” countries were 
incorporated into the intra-empire trade 
through transit permits for all goods to 
be shipped through Germany or Italy. 
Fourth, the control boards in Berlin es- 
tablished branch offices in the dominated 
countries. They distribute the licenses 
for imports and exports among the native 
traders and allocate the raw materials to 
the manufacturers and processors ac- 
cording to their economic significance to 
the German war economy. 

The involuntary credits to Germany 
increased tremendously through the fol- 
lowing measures. The compulsory ac- 
counts to be held with the German clear- 
ing office provide cash reserves that can 
be utilized for Nazi purposes without 
payment of interest or danger of with- 
drawal. The governments of dominated 
countries have been compelled to assume 
responsibility for new German trade 
debts by ordering their central banks to 
advance credit to native exporters in 
payment for goods delivered to Ger- 
many. The old device of accumulating 
clearing debts toward dominated coun- 
tries has been used to an extent formerly 
unknown. The dominated governments 
are no longer able to restrict shipping of 
goods to Germany and thereby hold 
these credits within certain limits. Scar- 
city of raw material in the dominated 
countries is now the only limitation in 
accumulating clearing debts and obtain- 
ing goods for nothing. 

The multiple system of prices is modi- 
fied in intra-empire trade and turned to 
the sole advantage of the Nazis. The 
overvaluation of the external reichsmark 
in effect increases the German export 
prices and decreases the German import 
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prices. Moreover, prices for products 
produced only in Germany proper have 
been increased directly. The customs 
duties of the now dominated nations 
have been reduced or eliminated, thereby 
increasing the profits of German export- 
ers. Consequently, the multiple-price 
system no longer tends to depress Ger- 
man export prices and increase German 
import prices. The state-monopolistic 
control of all markets within the empire 
enables the Nazis to destroy the relation 
between German import and export 
prices and to establish a price differential 
which provides a continuous gain for the 
Nazis and a corresponding loss for the 
dominated peoples. 

A multiple system of intra-empire 
prices has to be supplemented by a mul- 
tiple system of wage rates, as well as 
profit rates. Wages and profits outside 
the Reich must be kept at a lower level 
than they are within it, to enable native 
manufacturers to sell products at lower 
prices to their own people as well as to 
Germany. Regulation of prices, wages, 
and profits, however, requires a com- 
plete control of all markets throughout 


the Nazi empire. This means that the 
state-capitalist system must be extend- 
ed from Germany to all Europe. 

If the Nazis should win, the new insti- 
tutional framework of the German econ- 
omy, so far utilized mainly for war pur- 
poses, would become the institutional 
setup of the German empire. It would, 
however, be used for a new aim, namely, 
that the exploitation of the European 
peoples would no longer be transformed 
solely into destructive war materials 
but would accrue as a clear gain to 
Germany. The beneficiaries would not 
then be the German people but the Nazis 
and their politically silent but eco- 
nomically fully participating partners in 
the new empire, the big German cor- 
porations. 

Europe’s transformation into a Nazi 
colony upon a state-capitalist basis has 
been proceeding rapidly. Its colonial 
degradation can be prevented only by a 
defeat of the Axis armies and the destruc- 
tion of all Fascist states through an Al- 
lied victory. 
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THE ECONOMICS OF COLLECTIVE WAGE BARGAIN- 
ING: A CASE STUDY 


JOSEPH SHISTER 


E purpose of this paper is to pre- 
sent a case study of collective wage 
determination, emphasizing those 

aspects of the problem which, the writer 
believes, have not received sufficient at- 
tention in other case studies of union 
wage policies. The unions connected 
with the two main branches of the Cin- 
cinnati printing industry have been 
chosen as the object of investigation." 
Following a brief introduction which re- 
lates to the objectives of the wage poli- 
cies of the unions in question, the tactics 
used to attain these objectives will be 
analyzed. Then the consequences of the 
wage policies on employment opportuni- 
ties will come in for consideration. 


I 


Contrary to the Keynesian assumption, 
the Cincinnati printing crafts “reason” 
in terms of real rather than money 
wages.? Their aim is to obtain ever in- 
creasing real wage rates, and, because of 
this, they have refused to sign any agree- 


* The material on which this article is based was 
obtained from interviews with union officials (past 
and present), union members, and employers in the 
Cincinnati region. Original union records were also 
consulted. The Cincinnati printing unions dealing 
with the commercial employers are: Typographical 
Union No. 3, Printing Pressmen and Assistants’ 
Union No. 11, Bookbinders and Bindery Women’s 
Union No. 19, Stereotypers’ Union No. 5, and 
Mailers Union No. 17. The crafts dealing with the 
Cincinnati newspaper publishers are: Typographi- 
cal Union No. 3, Web Pressmen’s Union No. 20, 
Stereotypers’ Union No. 5, Photo-engravers’ Union 
No. 13, and Mailers Union No. 17. 

2 For a more general refutation of the Keynesian 
viewpoint see J. T. Dunlop, “The Movement of Real 
and Money Wage Rates,” Economic Journal, Sep- 
tember, 1938, pp. 425-28. 


ments with the employers whereby 
money scales would be adjusted (posi- 
tively and negatively) to changes in the 
cost of living. 

This desire to obtain continually high- 
er scales is not unrelated to the employ- 
ment objectives of the crafts in question. 
The union members are unwilling to sac- 
rifice wage rates for the purpose of in- 
creasing the volume of employment be- 
yond the “normal” stage. But, if wage 
reductions could improve the employ- 
ment opportunities of the union mem- 
bers in times of “intense” depression, ab- 
solutely and/or relatively, the members 
would consent to them. The “general” 
belief among the crafts in question is, 
however, that the demand for union la- 
bor in each of the two branches of the 
printing industry in Cincinnati is highly 
inelastic over the relevant range.‘ In the 


3 According to the officials and members with 
whom the writer spoke, two forms of unemployment 
are considered as “normal.” These are: (1) seasonal, 
and (2) the unemployment of those men (or women) 
who are known in the industry as “substitutes.” 
The substitutes are union members who generally 
work less than full time, filling in for some regular 
employee who wants to take a few days off, or being 
called in when there is a sudden increase in the 
amount of work to be done. “Intense” unemploy- 
ment caused by a cyclical depression such as the one 
between 1929 and 1932, for example, is not con- 
sidered “normal.” 


4 Despite this belief, however, reductions in wage 
scales were taken by the various crafts in each of 
the branches of the industry during the great de- 
pression. The explanation for this is as follows: In 
the newspaper branch the cut was accepted basically 
out of “ethical” considerations. As one of the union 
officials put it: “We took a cut because it was the 
fair thing to do. Our wages had never been re 
duced before so it was only fair to help out the pub- 
lishers.” Furthermore, the unions felt that if they 
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book and job branch the existence of 
nonunion competition is recognized, but 
the union workers “reason’’ that scale 
reductions taken by the unions will be 
followed by similar reductions in the non- 
union plants, thus annulling any price 
advantage which the union plants might 
have gained from a decrease in the union 
scales.’ In the newspaper branch there is 
no question of any nonunion competi- 
tion, since all the plants in the city are 
unionized. It follows, therefore, accord- 
ing to the unions, that they have little to 
gain in employment from wage-scale con- 
cessions in either branch of the industry.® 

The choice of the Cincinnati printing 
crafts between monetary and nonmone- 
tary concessions from the employers does 
not seem to be based on any definite prin- 
ciples.’ One fact does, however, stand 
out clearly from the behavior pattern of 
the printing unions in Cincinnati: when 


resisted the cut and proceeded to arbitration, they 


would have to accept a reduction anyway, in view of 
the fact that wage scales were being reduced through- 
out the country. In the commercial (book and job) 
branch the fact that nonunion printing plants had 
deflated their scales early in the depression, coupled 
with the weak cash position of the employers, in- 
duced the unions to consent to reductions in 1931 
and 1932. 


’This “reasoning” is predicated on the assump- 
tion that the demand for letterpress printing is “‘in- 
elastic.” In this respect the unions are probably 
wrong, for lithography (offset printing) has be- 
come quite a good “substitute” for letterpress 
printing (see, e.g., I. B. Simon, “Shall We Print in 
Letterpress or Offset?” American Printer, March, 
1933) 


* The unions feel that on still another count is the 
demand for union labor in the printing industry, 
especially in the newspaper branch, inelastic— 
namely, the elasticity of substitution between capi- 
tal and labor is very low. 


7One union official told the writer: “When the 
cost of living is rising rapidly, we must have in- 
creased wages. On the other hand, when things are 
‘normal,’ we would rather have shorter hours and 
improved working conditions.” On the whole, how- 
ever, this “principle” does not seem to be borne out 
by the facts. 


concessions must be made to the employ- 
ers, they are made in the form of scale 
reductions rather than hours and/or 
working conditions. 


II 


In order to attain the ends which they 
are seeking (consciously or otherwise), 
the Cincinnati printing unions rely on 
various “strategic” moves. The most 
significant of these will be analyzed in the 
following paragraphs. 

a) Each union, in both branches of the 
industry in the city, bargains individu- 
ally with the employers’ association in 
question. The unions believe that this is 
to their advantage, for the following rea- 
sons: (1) Each union is only a small part 
of the total mechanical labor force, and, 
consequently, it feels it can emphasize 
the fact that an increase granted to it 
will affect total costs in only a negligible 
degree. (2) Each of the labor organiza- 
tions in question looks upon itself as a 
separate political entity which does not 
want to have anything to do with the 
other crafts in economic matters as well. 
The employers, on the other hand, would 
rather deal collectively with the unions 
because this would reduce the number of 
negotiations. 

As pointed out above, each union re- 
lies on itself in negotiations. There is no 
doubt, however, that each union is influ- 
enced, in deciding on its policy, by the 
actions of the other crafts in the indus- 
try.* But, although this “influence”’ is 

® Changes in the scales of the other crafts in Cin- 
cinnati, changes in the scales of similar crafts in 
other centers, the level of wage rates of similar 
crafts in other centers, and general changes in wages 
throughout the country are both strategic factors 
(in bargaining) and guides to policy. They are 
strategic factors, because they are used as “argu- 
ments” by the unions in negotiations with the em- 
ployers when they are to the unions’ advantage. 
They are guides to policy, because the union in ques- 
tion may feel that it is entitled to an increase when, 
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present, no single craft is the “leader’’ in 
policy-making. This is clearly illustrated 
by the fact that in 1941 the typographi- 
cal local (presumably the “strongest”’ 
craft) was the only one to obtain vaca- 
tions with pay in the book and job 
branch; the other crafts also demanded 
such a condition but, unlike the typo- 
graphical local, were reluctant to arbi- 
trate the issue. 

b) The unions rely on their scale com- 
mittees to negotiate a settlement with 
the employers in each branch of the in- 
dustry. When negotiations have dragged 
for a while with little progress being 
made, the union in question frequently 
gives the scale committee full power to 
make a settlement, without referring 
back to the membership. On other occa- 
sions, when the scale committees cannot 
reach a settlement, a so-called “‘arbitra- 
tion board” is chosen, made up of an 
equal number of members representing 
each side, with full power to come to an 
agreement. On still other occasions, 
when a virtual impasse has been reached 
in the negotiations, the local union may 
call in an officer of the national union in 
an effort to reach a settlement. The ap- 
peal to the national officer is based on the 
belief of the union members that he is 
probably a more competent “bargainer”’ 
than the local men. They feel that the 
employers are more likely to “fear and 
respect” the national officer than the lo- 
cal representative. And it usually hap- 
pens that, after the officer of the national 
union has sat in on the negotiations, the 
two parties come closer to an agreement. 
Thus, for example, in the 1921 negotia- 
tions between the typographical local 


for example, similar crafts in other cities have re- 
ceived increases. Thus, the 1921 wage settlement 
between the typographical local and the Cincinnati 
book and job employers was based on the scales 
established in New York and Chicago. 


and the Cincinnati Printers’ League, 
President McParland of the Internation- 
al Typographical Union was called in. 
Prior to this the parties could not reach 
any compromise, but after McParland’s 
intervention an agreement was signed. 

With respect to the scale committees 
of the unions, it is the policy of the vari- 
ous locals in the Cincinnati printing in- 
dustry to change the personnel of these 
bodies quite frequently. Their reasons 
for doing this are two: (1) it is “fair” to 
give everyone a chance to serve on the 
committee in order to see what he (or 
she) can do and (2) when the same mem- 
bers are on the committee too long, they 
become “‘soft,” frequently yielding to the 
employers. The latter, however, feel dif- 
ferently in the matter. They believe that 
the men on the scale committee begin 
to understand the employers’ viewpoint 
if they come into contact with them on 
frequent occasions. The employers be- 
lieve, therefore, that if the same men 
served on the committee for lengthy pe- 
riods, they might succeed in obtaining 
the co-operation of the union men. This 
viewpoint is particularly characteristic of 
the employers in the book and job 
branch, who must face substantial non- 
union competition. 

c) Each party to the bargaining proc- 
ess begins by asking for more than it ex- 
pects to get. The unions, who generally 
open the negotiations, believe that this is 
“good strategy” because, not knowing 
exactly how much the employers are 
willing to concede before going to arbi- 
tration,’ they would rather start at 4 
high figure and then come down in the 
course of the negotiations. In retaliation 
the employers offer less than they are 


9 All the Cincinnati printing crafts unions have 
contracts with the employers whereby differences 
have to be settled by conciliation and/or arbitration, 
thus making strikes illegal. 
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willing to pay;"® this might be termed a 
“defensive measure.” 

The fact that the unions do not know 
exactly how much the employers are 
ready to pay, in preference to arbitra- 
tion, is in no small degree responsible for 
the fact that many of the negotiations 
are long and drawn out. Not being in 
possession of any figures relating to the 
financial position of the employers, the 
unions start with the assumption that 
they are going to ask for substantial in- 
creases, and “test” the employers to see if 
they are in a position to grant any increase 
atall.* There ensues a lengthy bargaining 
process, with the unions willing to make 
a settlement only when they are con- 
vinced that the employers cannot pay 
any more than they are offering. The em- 
ployers could remedy this situation, to a 
certain extent, by revealing their finan- 
cial records to the unions.” They are, 


The secretary of the Cincinnati Printers’ 
League told the author that he believed it would be 
much better for relations between the unions and the 
employers if the scale committees of the various 
unions simply told the membership that they will 
try to get an increase in the wage scale, without 
specifying how much of an increase. Thus, after 
the settlement is reached under such circumstances, 
the union members will be much more satisfied than 
they are at present when an increase, if it is obtained, 
is always less than that specified by the union in its 
original proposal to the employers. 


"In the course of negotiations certain “threats” 
by one side or the other are often successful strategic 
moves in persuading the other party to come to a 
settlement. Among these “threats,” that of arbi- 
tration is of significant importance. Thus, for ex- 
ample, in the 1920 negotiations in the book and 
job branch, the employers refused to submit a 
counterproposal after hearing the unions’ original 
proposal. When the unions threatened to go to 
arbitration, however, the employers submitted a 
counterproposal. 


It should not be inferred from the preceding 
paragraph that all disagreements in negotiations 
would be completely eliminated if the employers 
were willing to exhibit their accounting records to 
the union officials. Even under these “ideal” cir- 
cumstances, numerous problems would arise, some 
of which may be mentioned here. (1) There would 
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however, reluctant to do so, claiming 
that if these figures became known in the 
industry, the competitive position of 
many of the employers might become en- 
dangered."? Furthermore, the employers 
are in a stronger strategic position by re- 
fusing to show their records.** In other 
words, if the demands of the unions are 
“too high,” they will insist on arbitra- 
tion; on the other hand, they may be 
able to “convince” the unions that their 
financial standing is not so good as it 
really is. The union officials in Cincin- 
nati and elsewhere are, of course, highly 
opposed to such a policy on the part of 
the employers. Thus, for example, the late 
President Howard of the International 


have to be agreement between the parties that the 
accounting records of the employers are correct. 
(2) Even if the parties agreed on the accuracy of the 
profit data, other issues would be still raised. First, 
how far back should the profit data go; in other 
words, how should the base period be determined? 
Second, should wages be adjusted on the basis of 
changes in absolute profits or changes in the rate 
of return on invested capital? Third, what rela- 
tionship should there exist between changes in wage 
rates and changes in profits? For example, when the 
rate of return goes up x per cent, should the wage 
rates also go up x per cent? Fourth, the profits of 
which firms should be taken into consideration— 
the largest, the smallest, or the average of all the 
firms? 


1) The arbitration procedure used by all the 
printing crafts in Cincinnati stipulates that the 
arbitrator may have free access to the records of 
the employers bearing on the points of issue. The 
arbitrators in Cincinnati, however, in deciding on the 
clauses for a new contract between the parties in 
question, have never requested to see the financial 
records of the employers. They have relied solely on 
the data submitted in the briefs of the employers 
and the unions. 


4 The unions in the newspaper branch are in a 
better position to know the financial standing of 
their employers than are the unions connected with 
the book and job plants, since the monthly ad- 
vertising linage as well as the advertising rates of 
the newspapers are published monthly in the Editor 
and Publisher. The locals follow these figures very 
closely and rely heavily on them in their bargaining, 
for the sale of advertising space is the principal 
source of revenue of the newspapers. 
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Typographical Union once stated: “If 
the situation can not be met in any way 
other than by wage adjustment, certainly 
the worker is entitled to have the proof 
that it is necessary and unavoidable.’’s 

d) In both branches of the Cincin- 
nati printing industry the contracts be- 
tween the employers and the unions do 
not contain any retroactive clauses re- 
garding settlements made after the ex- 
piration of the old contract.’® As a con- 
sequence, when the employers feel fairly 
certain that they will have to grant the 
union in question an increase in its wage 
scale, they often attempt to drag out the 
negotiations as long as possible in the 
hope that when the increase is granted it 
will not be retroactive. The facts do not 
seem to show that a similar policy is pur- 
sued by the unions when they expect to 
receive a decrease in their scales. Thus, 
during the depression in 1932, the unions 
were sure that they would have to ac- 
cept a cut in both branches of the indus- 


try, yet each craft came to a quick settle- 
ment with the respective employers. 

e) The issue of the duration of the con- 
tracts between the employers and the 


'S Typographical Journal, April, 1932, p. 36s. 


© There is only one exception to this. The con- 
tract signed in 1941 between the Cincinnati Print- 
ers’ League and the Cincinnati Typographical 
Union stipulates that if no agreement is reached by 
September 1, 1943 (the date of the expiration of the 
contract), then half of the change in wages finally 
decided upon (either increase or decrease), shall be 
retroactive to this date. 

To what extent retroactive increases are granted 
when the contract is signed after the old agreement 
has expired, can be illustrated by the experience of 
the Cincinnati Typographical Union in the book 
and job branch of the industry. In 1920 the arbi- 
trator ruled that the increase was to be retroactive 
to the date of the expiration of the old contract. 
The hourly increase obtained in 1935 was not made 
retroactive. In 1936 and 1941 the scale increases 
were not made retroactive. During the negotiations 
for the second time in 1941, the contract was con- 
cluded on September 20, but the increase obtained 
by the union was not retroactive to September 1. 
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unions is an important matter of wage- 
bargaining strategy. Since the employers 
are fully aware that the unions will re- 
fuse to accept a reduction in wage scales 
unless there occurs an extremely intense 
depression in the industry, they feel that 
by signing a long-term contract, say of 
three years or more, at a constant scale, 
they stand to gain in the bargaining. By 
the same token, however, the unions are 
opposed to long-term contracts. The 
unions have been successful in this strat- 
egy, as there are only two examples of 
three-year contracts at a constant scale 
having been signed by the unions since 
1919. 
Ill 


In analyzing the effects of the union 
wage policies on the employment oppor- 
tunities of the Cincinnati printing unions, 
the commercial and newspaper branches 
of the industry will be considered sepa- 
rately. 

a) The existence of a large number of 
nonunion shops in the Cincinnati book 
and job printing industry has created a 
difficult problem for the union establish- 
ments. In order to compete with the 
nonunion shops, the union plants must 
not be handicapped by being forced to 
meet higher unit labor costs than the 
nonunion shops. The only available data 
on wage differentials between union and 
nonunion shops in Cincinnati are those 
presented by the Cincinnati Printers’ 
League in their arbitration brief in 1940. 
These figures are given in Table 1. 

From interviews with employers and 
union officials, the writer has been able 
to gain some additional information re- 
garding these wage differentials. It seems 
that the nonunion employers distinguish 
between the differing efficiency of their 
workers. The most efficient ones are paid 
the union scale and, in some cases, even 
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more than the union scale. The less effi- 
cient employees, however, are paid be- 
low the union scale, sometimes as much 
as 50 per cent less. Furthermore, those 
workers who are paid the union scale (or 
more) are generally required to perform 
more work per time-unit than the union 
workers. In the union plants, on the 
ther hand, all workers are paid the same 
scale. In addition to this, the union em- 
ployers complain that (1) nonunion shops 
employ (proportionately) more appren- 
tices than the union plants"? and that (2) 
the unions “force” the employers to re- 
tain union men who are fairly advanced 
in years and whose competency is below 
the “recognized” minimum. It is prob- 
ably true, therefore, that labor costs per 
unit of product are higher in union than 
in nonunion shops."* Finally, as to the 
timing of changes in nonunion scales 


TABLE 1 


WAGE RATES IN UNION AND NONUNION SHOPS 
IN CINCINNATI, 1940* 








Nonunion 


$1.06} 
1.01% 
©.42 
0.85 





Compositors............ 

men 
Bindery girls... . . 
Bindery men... | 





*It would have been desirable to trace the evolution during 
the entire period with which this study is concerned; unfortu- 
nately, however, the nonunion scales are unavailable. 


with respect to changes in union scales, 
the following scheme seems to prevail: 
Nonunion plants generally increase their 
scales after increases in union rates; cuts, 


*7Since the scales of the apprentices are lower 
than those of the journeymen, especially in the 
tarly years of the apprenticeship, this means higher 
unit costs to the union shops. 


P. The union employers have continually empha- 
sized this fact in their negotiations and arbitrations 
with the unions. 
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on the other hand, come sooner in non- 
union plants, and in some cases the de- 
creases in the nonunion plants are not 
followed by any decreases at all in the 
union plants. 


TABLE 2 


PERCENTAGE CHANGES IN EMPLOYMENT AND 
WAGE BILLS IN UNION AND NONUNION 
PRINTING PLANTS IN CINCIN- 

NATI, 1921-37 








EMPLOYMENT Wace Bits 


Cincin- 
nati 


Cincin- 
nati 
Print- | Union 
ing In- | Print- 
dustry ing 
asa Plants 
Whole 


Cincin- 
nati 
Print- 
ing In- 
dustry 
asa 
Whole 


Cincin- 
nati 
Union 
Print- 
ing 
Plants 





Changes between 
1921 and 1937. .|+37.1 
Changes between 
1929 and 1933.. 
Changes between 
1933 and 1937..|-+56.0 


+45.6 
37.3 
+79.2 


i+ 5.2 
—35.8 


= $-4 
—21.1 |—31.6 


+38.5 

















In the face of such a cost disadvantage 
with respect to nonunion plants, how has 
employment behaved in the union 
plants? Considered from a secular stand- 
point, the volume of employment in 
union plants between 1921 and 1937 has 
not grown nearly as much as in the non- 
union plants, as can be seen from Table 
2.% This table also shows that, cyclical- 
ly, union employment has suffered more, 


™ Since no data on wage bills and employment 
are available for the nonunion plants in the local- 
ity, the volume of employment in the union 
plants is compared with the volume of employ- 
ment in the Cincinnati book and job printing in- 
dustry as a whole, the latter figures being taken from 
the Census of Manufactures reports. Since the 
greater part of the industry in Cincinnati is not 
unionized, such a comparison is a fairly good indi- 
cator of the relative changes in employment be- 
tween union and nonunion plants. Inasmuch as the 
data show that the increases in employment in the 
union plants were less than in all the plants in Cin- 
cinnati, and the decreases were greater in the union 
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and benefited less, than nonunion em- 
ployment. When union wage bills are 
compared with nonunion wage bills, from 
both asecular and a cyclical standpoint, it 
can be seen (from Table 2) that nonunion 
workers fared better than union workers. 

To what extent are the differences in 
employment patterns between the union 
and nonunion plants attributable to dif- 
ferences in unit labor costs? It has been 
shown that “differentials in [union] labor 
cost above the non-union plants are more 
disadvantageous to union plants (1) 
when the proportion of labor cost to the 
total cost of production is large; (2) when 
the differentiation between the products 
of the several plants is small; (3) when 
costs other than labor costs are uniform 
between plants and not easily altered; 
(4) when it is easy to start new plants in 
the industry; (5) when the capital de- 
mands created by technological change 
are large; (6) when the industry is con- 
tracting; (7) during periods of severe de- 
pression.’’?° 

Competition in the Cincinnati book 
and job printing industry is very “in- 


plants, it necessarily follows that the difference in 
employment variations between the union and non- 
union shops is even greater than indicated in Table 2. 

The figures pertaining to the union volume of 
employment are based on wage bill data (properly 
corrected by the writer for wage-scale variations) 
made available to the writer by the organizations in 
question. 


#S. H. Slichter, Union Policies and Industrial 
Management (Washington, 1941), p. 367. Professor 
Slichter’s thesis is correct as far as it goes, but it 
is incomplete. The structure of the product market 
of the industry in question should also have been 
brought into play. Thus, for example, if an in- 
dustry is characterized by oligopoly coupled with 
price leadership, and the price leader (presumably 
very powerful) is unionized while the other pro- 
ducers are not, it is quite possible for a substantial 
difference in unit labor costs to exist between the 
union and nonunion plants without affecting the 
distribution of the volume of business between the 
two. 


tense,’’ while labor costs are the most im- 
portant element in the production func- 
tion of book and job plants, constituting 
more than 30 per cent of the value of the 
product. In the second place, there is 
little differentiation between union and 
nonunion products.” Only in one respect 
is there marked product differentiation 
between union and nonunion printing 
products in Cincinnati. This refers to the 
existence of the union label on products 
coming from union plants.” The volume 
of printing which must bear the union 
label is, however, only about 25 per cent 
of the total volume of union printing in 
Cincinnati, according to union employ- 
ers. In the third place, the cost of paper 
(which, next to labor, is the most impor- 
tant cost element) is uniform for all 
printing establishments.*? Finally, the 
small size of the average printing estab- 
lishment and the lack of monopolistic re- 
strictions make it comparatively easy to 
start a new plant in the industry. 

It is therefore not inconsistent with 
the above data to conclude that the dif- 


2t Thus, for example, when a firm or an individual 
wants a printing job done, the type of work desired 
is specified and the printer produces it accordingly. 
When the job is completed, it will look exactly the 
same whether it was done by one printer or another, 
assuming that they are both equally competent. 
Such a condition is not, of course, true in manufac- 
turing industries where the product is not made to 
order. 


* Certain types of printing, for example political 
printing, must bear the union label, because of prac- 
tical expediency. Similarly, when Cincinnati unions 
have printing to be done, they will take it only to 
those plants which have the union label. 


23 According to Drake, there is, by agreement 
among the paper manufacturers, “a uniform de- 
livered price for commercial paper stock throughout 
a wide area covering New England, the Atlantic 
states to North Carolina and the Midwest as far 
as the Mississippi River. Probably 80 per cent of 
all printing in the country is handled in this no. 1 
paper zone” (L. A. Drake, Trends in the New York 
Printing Industry [New York, 1941], p. 39)- 
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fering employment patterns in the union 
and nonunion shops in the Cincinnati 
commercial printing industry are due 
largely (although, perhaps, not exclusive- 
ly) to differences in labor costs. Such a 
conclusion is further strengthened by 
the following fact: A comparison of the 
decline in employment in strongly union- 
ized and predominantly nonunion print- 
ing centers during the period 1929-33 
shows that in the nonunion centers the 
decline was 27.8 per cent while in the 
union centers it was 34.5 per cent.”4 
Have the Cincinnati printing unions 
been aware of the trends in union and 
nonunion employment in the industry? 
When the data which the writer has elab- 
orated were presented to the union offi- 
cials of the different crafts in question, 
these officials seemed surprised. But, al- 
though they were unaware of what was 
happening, they contended that even if 
they had been conscious of these develop- 
ments, they would not have recommend- 
ed different wage policies to their respec- 
tive memberships. In other words, they 
pointed out that the “normal” employ- 
ment’®s of the membership had not de- 
creased substantially between 1921 and 
1937, so that they were quite satisfied 
with the results of their policies. Given 
the fact that the union employers are in- 
terested in increasing the volume of their 
business, if this can be done on a profit- 
able basis, whereas the unions are inter- 
ested primarily in obtaining ever increas- 
ing real wage rates while maintaining the 
“normal” employment of their member- 
* Based on figures in the Census of Manufac- 
tures. The centers classified (by the writer) as non- 
union are Baltimore, Boston, Cincinnati, Los 
Angeles, Detroit, and Philadelphia. The union cen- 


— New York, Chicago, San Francisco, and St. 
uis. 


** For the meaning of this term as here used see 
above, n. 3. 
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ships, there is a definite conflict of objec- 
tives between the union employers and 
the unions.” 

With respect to the decline in the vol- 
ume of union employment during the 
downswing which began in 1930, the 
union officials admit that they were prob- 
ably wrong in their interpretation of the 
conditions in the union shops and would 
perhaps have mitigated unemployment 
among the union men somewhat by ac- 
cepting a cut sooner than they did. The 
union officials contend, however, that the 
employers themselves were partially re- 
sponsible for the unions’ misinterpreta- 
tion of the situation. Had the employers 
submitted the necessary financial records 
to the unions, the latter might well have 
accepted a cut in wage rates at an earlier 
date. 

In the face of the substantial differ- 
ences between union and nonunion labor 
costs in the Cincinnati book and job 
printing industry, how have the union 
employers been able to maintain their 
volume of business without suffering any 
substantial absolute losses to the non- 
union shops? According to the union em- 
ployers interviewed by the writer, this 
phenomenon is explained by the follow- 
ing facts: (1) about 25 per cent of the 

26 Since the union employers have the right to de- 
mand arbitration of any differences arising out of the 
negotiations of a new contract with each of the 
unions, it is difficult to see why the employers have 
not insisted on arbitration more often, since the 
unions would not agree to any reduction in the wage 
level or the removal of restrictive working condi- 
tions. Such a change would certainly have benefited 
the employers in competing for business with the 
nonunion plants. Interviews with some of the lead- 
ing union employers in Cincinnati have revealed 
the fact that arbitration has not been resorted to 
frequently for two reasons: (1) arbitration is a 
“cumbersome and expensive affair” and (2) it is 
nearly impossible to get the unions to agree to an 
arbitrator who is very well acquainted with the eco- 
nomics of the book and job printing industry in 
Cincinnati. 
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union printing must bear the union label, 
which necessarily excludes this business 
from the nonunion shops; (2) the union 
shops probably operate at a lower profit 
rate than the nonunion plants; and (3) a 
good number of the union-shop custom- 
ers will not switch to the nonunion plants 
because of a “slight” price differential.?” 

b) The printing crafts connected with 
the Cincinnati newspapers believe that 
the demand for union labor on the part of 
the publishers is highly inelastic over the 
relevant range, in both the short and the 
long run.”* As a result of this belief, the 
unions have seen no advantage in making 
concessions to the employers.” The lat- 
ter, on the other hand, have found their 
(relative) profits decreasing with every 
concession made to the union. This con- 
flict of objectives between the two par- 


27 The exact proportion of such customers is 
difficult to estimate. Some of the employers put it 
as high as 75 per cent of their clientele, while others 
estimated it at somewhere between 25 and 50 per 
cent. The base to which these percentage figures 
pertain is, of course, the total number of customers 
less those who must have union-label printing. In a 
sense, this might be considered a form of “product” 
competition. Despite the lower price charged by the 
nonunion shops, certain customers may continue to 
buy from the union shops because, for example, they 
have been dealing with the union employers for a 
long time, have found the union work satisfactory, 
or have perhaps obtained very good credit condi- 
tions; in short, they do not want to start “looking 
around” for some “new printer.” When a customer 
appears on the market for the first time, however, 
these considerations do not arise. Hence the reason 
why, in the long run, the union shops have been 
losing business to the nonunion shops only on a 
relative basis. It should also be noted that some of 
the buyers of printing (e.g., small private buyers, 
such as purchasers of letterheads, envelopes, pro- 
fessional cards, etc.) are unaware of the fact that 
union prices are higher than nonunion ones. 


28 The various crafts believe that this is true for 
(a) each individual craft and for (5) all the crafts 
combined. 


#9 In 1932 the unions in question, with the excep- 
tion of the typographical local, consented to a wage 
cut; but this concession was based primarily on 
“ethical” considerations, as previously pointed out 
(see above, n. 4). 
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ties has led to numerous arbitrations, 
since all contracts in the Cincinnati 
printing industry call for the peaceful 
settlement of all differences, thus pro- 
hibiting strikes. This inability to strike 
has definitely weakened the “bargaining 
power” of the locals in question, but the 
respective national officers have been op- 
posed to the deletion of the no-strike 
clause from the contracts. 

Have the unions been correct in their 
interpretation of the demand for the la- 
bor of their members? This demand is, 
of course, influenced by several factors. 
From the standpoint of the sale of news- 
papers to the public, the demand for la- 
bor is probably inelastic. A newspaper 
selling for two or three cents is too small 
a part of the consumer’s budget to make 
his demand for this “commodity”’ elas- 
tic.* As far as advertising is concerned, 
it is perhaps true that the appearance of 
radio advertising has increased the elas- 
ticity of the demand for advertising space 
in the newspapers. But, since newspaper 
and radio advertising are not perfectly 
substitutable for each other, it may well 
be that the demand for newspaper adver- 
tising is not elastic at all.*’ As regards 


3° Since 1919 there have been sixteen arbitration 
cases involving the issue of new wage scales. 


st Furthermore, the lack of good “substitutes” 
for newspapers is another factor making for an 
inelastic demand curve for newspapers. It should be 
noted that we are here dealing with the demand for 
newspapers “in general” and not with the demand 
for any particular newspaper. 


# There are, of course, different categories of 
advertising, and the substitutability between the 
two mediums varies with the category in question. 


33 Even if the demand for newspaper advertising 
is elastic, it is hardly likely that the Cincinnati 
printing crafts would have benefited substantially 
in employment by consenting to a lower level of 
wage rates. In order to exploit successfully the 
possibility of the elastic demand for newspaper ad- 
vertising, by cutting labor costs and advertising 
rates, the three following conditions must be met: 
(x) the reduction of labor costs must represent @ 
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the possibility of technical substitution 
of capital for labor, there is every reason 
to believe that the demand for labor on 
this score is inelastic over the relevant 
range. As a result of technological 
changes which have taken place in the in- 
dustry,*4 there exists the physical possi- 
bility of substitution between capital and 
labor in certain operations.*s But, given 
“normal” variations in the price of union 
labor,** it is economically impractical to 


“substantial” reduction of the total cost of produc- 
tion; (2) the publishers must lower their advertising 
rates as a result of the lower labor costs; and (3) 
no retaliatory rate reductions must be attempted by 
competitive advertising mediums. It is doubtful 
whether these conditions can all be met in the Cin- 
cinnati market. First, labor costs represent less 
than 20 per cent of total cost, so that a 1o per cent 
decrease in wages, for example, will affect advertis- 
ing rates by less than 2 per cent. Furthermore, the 
Cincinnati publishers are inclined to keep their ad- 
vertising rates rigid in a downward direction. This 
is evidenced by the maintenance of rates during the 
great depression despite the deflation of labor costs. 


For a description of these changes consult 
U.S. Bureau of Labor Statistics, Productivity of 
Labor in Newspaper Printing (Bull. No. 475 [Wash- 
ington, D.C., 1928]); G. E. Barnett, Chapters on 
Mackinery and Labor (Cambridge, Mass., 1926). 

3sIn some sectors of the industry substitution 
(between capital and labor) is impossible even on a 
purely physical basis. This is true, e.g., of proof- 
reading. 

3° This assumes that, as the price of labor varies, 
the price of capital remains constant. If, in reality, 
the price of capital should vary with the price of 


indulge in substituting one factor for the 
other.37 This follows from the fact that 
there is such a “radical” difference in the 
productivity between hand and machine 
methods in the newspapers. Thus, for ex- 
ample, the setting of type by machine is 
so much more productive than setting it 
by hand that the scales of the composi- 
tors would perhaps have to fall (danger- 
ously) close to zero before the employers 
would substitute labor for capital. Final- 
ly, on still another score the demand for 
union labor in the newspapers is inelas- 
tic: only a small part of the total value 
of the product—less than 18 per cent— 
censists of the cost of (mechanical) union 
labor. 

On the whole, therefore, it is not incon- 
sistent with the available data to con- 
clude that the demand for union printing 
labor in the Cincinnati newspaper plants 
is highly inelastic over the relevant 
range, both in the short and in the long 
run. And, consequently, the crafts in 
question have not, through their policies, 
afiected the employment opportunities of 
the members adversely. 


CorNELL UNIVERSITY 


labor, both in magnitude and in direction, the thesis 
presented in the text is only strengthened. 


37 This assumes, of course, that one of the factors 
(in this case, capital) is already in use. 





THE RISK OF OBSOLESCENCE AND THE IMPORTANCE 
OF THE RATE OF INTEREST 


MAURICE MOONITZ 


N THE post-war period, as a result of the 
I impetus given to technological change by 
the current conflict, the risk of obsolescence 
will be heightened, thus complicating fur- 
ther the problem of readjustment and sta- 
bilization. Because of the effects of the risk 
of obsolescence, the adequacy of any stabili- 
zation program involving manipulation of 
interest rates as a major weapon of policy is 
greatly reduced. The two principal effects 
of the risk of obsolescence are (a) to render 
the length of economic life of fixed assets 
highly uncertain and (6) to make the magni- 
tude of the periodic returns expected from 
the employment of a given complement of 
fixed assets indeterminate. In decisions to 
acquire fixed assets the two effects combine 
to reduce drastically the importance of the 
rate of interest. 


I 


Obsolescence is intimately associated 
with innovation; without a dynamic tech- 
nology obsolescence would be nonexistent. 
Although related, the two factors are, how- 
ever, by no means coextensive. Obsolescence 
arises as the result of the occurrence of 
technological changes in a particular kind of 
context—one in which the timing and direc- 
tion of innovations are not predictable. Not 
the occurrence of change, but its uncertain- 
ty, is the factor producing obsolescence; and 
uncertainty is one important factor which 
makes economic stability difficult, if not im- 
possible, of attainment. 

We must distinguish sharply between the 
effects of depreciation and those of obso- 
lescence. Depreciation of fixed assets, al- 
though conventionally expressed in value 
terms, is based in large part on technical 
characteristics, such as strength of materi- 
als and resistance to weathering, to shock, to 
vibration, etc. By contrast obsolescence is 


not a technical category but an economic 
one—innovations are introduced capable of 
producing output at a lower unit cost. De- 
preciation, based on technical characteris- 
tics, is predictable to a high degree—so 
much so, in fact, that it is not difficult to 
secure guaranties of performance and of 
physical life from manufacturers of fixed 
assets. Obsolescence, based on economic 
change, is not predictable; no manufacturer 
gives a guaranty against obsolescence. As a 
consequence, when decisions to acquire 
fixed assets are made, the risk of obsoles- 
cence acquires the status of a strategic fac- 
tor, whereas depreciation may be reduced 
to the category of a datum. 

What are the reactions of industrialists to 
the risk of obsolescence? Are they aware of 
its existence sufficiently to take it into ac- 
count? Enough evidence is available to sus- 
tain tentative answers. Among the evidence 
are the replies te a questionnaire on depre- 
ciation policy.' Despite the absence of any 
hint in the questions themselves, three-fifths 
of the replies to the questionnaire made spe- 
cific mention of obsolescence as one of the 
major factors influencing industrial policy. 
Of the nineteen replies which did not men- 
tion obsolescence, only six may be classified 
as those of concerns engaged in the produc- 
tion of producers’ goods. 

Since all the answers mentioning obso- 
lescence as an important factor also listed 


*The questionnaire was mailed in February, 
1938, to the controller or chief financial officer of 
ninety-five industrial corporations in the United 
States. Excluded were railroads, public utilities, and 
financial corporations. Replies were received from 
forty-eight companies, representing “invested capl- 
tal” (as reported in Poor’s Manual of Industrials 
[New York, 1938]) of $6.5 billions. The replies were 
divided almost equally between those from pro 
ducers of producers’ goods and those from pro 
ducers of consumers’ goods. 
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physical condition of equipment as a dis- 
tinct additional item, the reference to ob- 
solescence is clear and unequivocal. The sep- 
arate reference to physical condition pre- 
cludes the possibility of any ambiguity in 
the meaning of obsolescence. To some, ob- 
solescence might have meant merely that 
equipment was inefficient, without assigning 
any reason for lack of efficiency. The replies, 
however, leave no room for doubt concern- 
ing what typically was in the writer’s mind: 
obsolescence is directly related to a situation 
in which the inefficiency of existing equip- 
ment is caused, not by technical inadequacy 
resulting from long or excessive use, but by 
innovations. 

For example, the controller of one of the 
largest concerns in its field writes: 

The automobile industry, as you no doubt 
know, has been troubled more with obsolescence 
rather than actual wearing out of equipment. I 
believe our experience is no different from the 
rest of the industry in that a good deal of the 
replacement of equipment was made to take 
advantage of newer processes and better meth- 
ods rather than to replace equipment because it 
was worn out. There have been cases, of course, 
where replacements have been due to normal 
wear and tear which applies to all industries. 


The treasurer of another concern, the 
largest in its field, makes a threefold classi- 
fication of the reasons for replacement of 
units of equipment: 


It is our general practice to make individual 
replacements as need therefor is demonstrated, 
such as 
2) Physical condition of operating equipment 

no longer permits of economical operation. 

‘) Physical condition of operating equipment 
adversely affects quality of product. 

¢) Obsolescence, i.e., where facilities in use are 
in satisfactory physical condition to be con- 
tinued in operation but the installation of 
more modern equipment can be justified on 

the basis of (1) return on investment, (2) im- 

provement in quality of product, (3) im- 

provement in safety of operation, (4) im- 

provement in competitive position, etc. 


A typical attitude is expressed in the fol- 


lowing passages chosen from the published 
literature on the subject: 


The brief [submitted to the Bureau of In- 
ternal Revenue] furnishes irrefutable evidence 
of two points . . . ..(1) the noteworthy improve- 
ment made in textile machinery in the last few 
years; (2) the necessity of constant moderniza- 
tion if mills are to survive the present-day com- 


There have been more improvements in the 
field of textile machinery in the last ten years 
than in the thirty years previous and more in 
the last two years than in the previous ten 


The factor of obsolescence is presently and 
continuously operating in the cotton textile in- 
dustry, and its continued operation in the fu- 
ture is definitely predictable.* 


Industrialists are well aware of the fact 
that obsolescence increases the uncertainty 
surrounding the conventional calculation of 
depreciation cost. The following excerpts 
bear on this point: 

Government auditors frequently criticize the 
depreciation accounts which we carry. They 
usually feel that they are too high. The fact is, 
they are probably not high enough in a business 
of this kind for the simple reason that govern- 
ment auditors do not take seriously enough the 
factor of obsolescence. 


We are of the opinion that there is too much 
fuss and feathers involved in the theory of de- 
preciation methods. One cannot know the use- 
ful life of a specific asset until it has lost its use- 
fulness. Its life is dependent upon a large varie- 
ty of unpredictable events. Past experience rel- 
ative to the life of a specific item is not necessari- 
ly indicative, since very seldom is an item 
replaced in kind. Advancement of the art and 
labor saving efforts prevent that. Therefore, 
why divide an estimate by a guess and carry it 
out five places in a non-effective effort of me- 
ticulous accuracy? 


Accordingly ... . [our company]... . avoids 
the use of individual rates on specific items. For 
example, .... we use a composite rate of 3% 
on the assumption that the life of an entire mill 
is from thirty to forty years. Actually we have 
had mills last fifty years, but the increased use 
of automatic equipment in recent years we be- 
lieve has increased the factor of obsolescence. 


* “Standardized Depreciation Rates for Cotton- 
Textile Industry Held Impracticable,” Testile 
World, LXXVIII (1930), 1219, 1223, 1226. 
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The charges for depreciation, which are at 
present allowed by the government, take little 
or no account of the factor of obsolescence, which 
is a far more formidable enemy to modern indus- 
trial equipment than is ordinary wear and tear 
through usage, and which is ordinarily covered 
by the factor of depreciation.3 


Obsolescence, then, cannot be dealt with, 
either formally or operationally, by means 
of a modification of depreciation rates. Un- 
certainty still remains as the principal char- 
acteristic of obsolescence. The immediate 
future—the period during which uncertain- 
ty is reduced to a minimum—plays the most 
important part in shaping decisions to ac- 
cumulate fixed assets. 

Directly pertinent to the foregoing con- 
clusion is the following communication from 
a middle western industrialist: 


We are in a competitive field and more than 
once we have spent months building an expen- 
sive and efficient machine only to find that its 
useful life was perhaps over within two years 
because somebody else brought out a product of 
a different style which so completely out-sold us 
that we had to change our method of manufac- 
ture. I know that the same thing has happened 
with some of our competitors as a result of new 
contributions which we have added to the in- 


There are doubtless a number of firms which 
have pushed their building of new equipment 
quite hard during the bottom years of the last 
depression. We were one who did just that. 
. . . . We were not influenced nearly so much in 
our building by the fact that wage rates were 
lower at the time as we were by the business in- 
centive of building something which would pro- 
duce more sales. 


The controllers of two of our large indus- 
trial concerns write the following: 


Generally speaking, old equipment is re- 
placed when the purchase price of the new fa- 


3 This quotation is an excerpt from a reply to the 
questionnaire sent out by the late Senator Steiwer, 
of the Senate Committee on Banking and Currency, 
in June, 1937, and reproduced in M. S. Kendrick’s 
The Undistributed Profits Tax (Washington, 1937), 
p. 38. The two quotations immediately preceding 
this one are taken from the replies to my question- 
naire. The italics are suppliedin all quotations in this 
section. 
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cilities will be offset by reduced manufacturing 
costs which can be realized over a reasonable pe- 
riod of time. This policy may, of course, result 
in a deferment of purchases during protracted 
periods of low activity since savings in manufac. 
turing costs obtainable from new facilities wil] 
vary directly with the output level. Equipment 
which has deteriorated physically to a point 
where high maintenance charges make its con- 
tinued use uneconomical is replaced immediate- 
ly provided that we have the need for the ca- 
pacity. 


I would say that, except for a short period 
during the last depression when replace- 
ment may have been somewhat deferred, we 
have followed a policy throughout the years of 
replacing our equipment on the basis of manu- 
facturing needs at the time. 


A recent study of equipment purchasing 
states: 


The judgment as to expected volume of or- 
ders is probably the most important single ele- 
ment in the entire calculation and decision. By 
and large, there seemed to be little willingness 
to speculate about the future, and equipment 
was ordered when its purchase seemed desirable 
on the basis of current production.‘ 


That industrialists are impressed by the 
importance of sales expectations is thus 
clearly apparent. “Manufacturing needs,” 


” 4 


“need for the capacity,” ‘equipment which 
would produce more sales”—all express the 
fact that in decisions to acquire fixed assets 
anticipated proceeds play as large a part as 
does original cost of equipment or the rate 
of interest. Such an attitude is particularly 
appropriate in a setting in which obsoles- 
cence is operative, since rapid recovery of 
outlays is essential if the risk of large losses 
is to be avoided or minimized. 

Data presented in Recent Economic 
Changes provide a quantitative expression 
of the impact of obsolescence on expecta- 
tions with respect to fixed assets. In that 


4R. P. Mack, The Flow of Business Funds ond 
Consumer Purchasing Power (New York, 1941); 
chap. viii, p. 297. 

SL. P. Alford, “Technical Changes in Manv- 
facturing Industries,” Recent Economic Changes, | 
(New York, 1929), 139. 
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volume Alford reports the results of “a 
questionnaire sent to 800 of the larger and 
more representative manufacturing con- 
cerns of the United States.” The following 
question was included: “Has your company 
a policy against the purchase of new equip- 
ment unless the production savings will re- 
turn the initial investment within a definite 
period? If so, what is this period?” Replies 
to this query were received from two hun- 
dred concerns. Table 1 shows the results 
which were obtained. 


TABLE 1* 
MAGNITUDE OF SAVINGS EXPECTED 
BY INDUSTRIALISTS FROM 
NEW INSTALLATIONS 

Number of Years during Which 


Initial Investment Should 
Be Returned 


One year or less............. 
Two years or less............ 
Three years or less 

Four years or less 

Five years or less............ 

* Source: L. P. Alford, ‘“Technical Changes in 
Manufacturing Industries,’ Recent Economic 
Changes, 1 (New York, 1929), 139. 

Alford’s own summary of the study indi- 
cates clearly that “‘initial investment” 
means original cost without reference to 
maintenance or other costs which arise sub- 
sequent to acquisition. The ‘question pro- 
pounded dealt with the relationship between 
original cost and “production savings.” 
Since the latter term presumably refers to 
the reduction in total unit cost of output 
which would be obtained from the use of the 
proposed equipment, the emphasis is on the 
cost factors. By implication, demand is as- 
sumed to be unaffected by the choice of old 
or new equipment. 

Before installing units of new equipment, 
then, practically all the concerns answering 
the question required reasonable assurance 
that cost of equipment would be recovered 
in five years or less. Over three-fifths re- 
quired recovery of original cost in a period 
as short as three years; a substantial seg- 
ment—43.6 per cent—was even more ex- 
acting, requiring a return of initial invest- 
ment in less than two years. 
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Mrs. Mack’s later study reveals a similar 
attitude: 


All of the companies with whom the question 
was discussed made replacements only when the 
capital seemed likely to be returned in six or 
eight years or less; the most usual requirement 
was for return of investment in three years or 
less, and a one-year interval was not unusual. 
The longer intervals were more likely to be toler- 
ated for heavy equipment. In some industries, 
such as textile, baking, and packing, technologi- 
cal change seemed to provide relatively few 
changes that would return capital in less than 
three or four years so that firms that believed in 
modern equipment would frequently have to ac- 
cept a 20 or 15 per cent return on the invest- 
ment. A good many of the companies required 
a higher rate of return in poor years than in 
good ones, in spite of the fact that frequently 
this percentage return was calculated at current 
volume.® 


In view of the fact that modern durable 
equipment has a technical life much longer 
than the periods indicated, the policy ex- 
pressed above, except on the presumption of 
extremely rapid changes in technology, 
would be highly irrational. The replies did 
not say that concerns intended using the 
equipment for only two, three, or five years 
or that they had actually found it necessary 
to discard all equipment in such short peri- 
ods of time. The answers dealt with expec- 
tations; in the light of those expectations 
determined largely in this instance by the 
specter of obsolescence, concerns want rea- 
sonable assurance that their initial outlays 
on fixed assets will be returned to them in a 
relatively brief period. The fact that expec- 
tations shape themselves in this way has a 
direct bearing on the rate of interest. The 
remainder of this article explores more fully 
the impact of obsolescence on the impor- 
tance of the interest rate. 


II 


INTEREST AS A COST FACTOR 


Although the risk of obsolescence applies 
also to existing fixed assets, the present dis- 
cussion is concerned primarily with prospec- 


® Op. cit., pp. 255-56. 








tive equipment. When decisions to acquire 
fixed assets have already been made and the 
acts of investment and accumulation com- 
pleted, those assets will be operated at a rate 
determined by the general principle of 
maximization of profits. With respect to 
prospective fixed assets, decisions to invest 
and accumulate are still to be made. Conse- 
quently, a risk such as obsolescence may be 
allowed for in ways not possible in the case 
of equipment already installed. The risk of 
obsolescence gives rise to decisions involving 
an allowance for a large margin of error. If, 
in the absence of innovations, the installa- 
tion of additional fixed assets is expected to 
bring about an increase in revenues of R dol- 
lars for each of ten years, then, in the face of 
obsolescence, a continuation of the level of 
R dollars is anticipated for only the first few 
years. If any returns at all are counted on 
for the remainder of the technical life of the 
equipment, they will be presumed to be con- 
siderably less than R. The returns anticipat- 
ed for the later periods are, in fact, usually 
so small that they exercise no appreciable 
effect on the decision to acquire fixed assets. 

In the Economic Journal for June, 1939, 
P. T. Bauer and P. R. Marrack calculate 
the relative importance of original cost and 
interest cost.? The authors calculated the 
proportion of expected returns minus all 
costs other than interest and depreciation, 
“which must be earmarked for interest pay- 
ments as against the proportion required for 
repayment of capital outlay. .... ” Specifi- 
cally, two limiting cases are examined: first, 
net returns available for depreciation and 
interest are expected to continue at a con- 
stant level for V years and then to cease al- 
together; second, net returns are expected to 
decrease at a constant rate per period so that 
they become zero in year (N + 1). Practi- 
cally every conceivable attitude toward the 
behavior of future incomes will fall between 


the two limits. Table 2 summarizes Bauer, 


and Marrack’s results. 


7 “Depreciation and Interest,” Economic Journal, 
XLIX, 237-43. 
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Evidence previously cited indicates that 
the majority of industrialists, before they 
can be induced to instal new equipment, re- 
quire assurance of probable recovery of ini- 
tial investment in fixed assets in three years 
or less; over 40 per cent required recovery 
in two years or less. If the evidence is at all 
representative, then, in shaping decisions to 
acquire fixed assets, interest cost is clearly a 
relatively unimportant factor. Of the four 
factors involved—original cost, expected 


TABLE 2* 


PROPORTION OF EXPECTED RETURNS AVAIL- 
ABLE FOR DEPRECIATION COST AND 
INTEREST ABSORBED BY EACH 


(Interest Rate of 4 Per Cent Is Assumed) 














Case I: Constant | Case II; Decreas- 

Returns Per Cent ING Returns Per 

ABSORBED BY CENT ABSORBED BY 

YEARS 

Interest Degee- Interest Depee- 

ciation ciation 
§O..-- eee 57 43 45 55 
ia enwe tae 51 49 37 63 
Rs wei O88 42 58 31 69 
Bi dan dene 31 69 22 78 
a 25 75 17 83 
We nc wnehen 18 82 12 88 
- Ae 9 gI 6 04 
Rinevedax's 6 04 4 96 

















* Adapted from P. T. Bauer and P. R. Marrack, ‘‘Deprecia- 
tion and Interest,’’ Economic Journal, XLIX (1939), 237- 


gross returns, operating costs, and the rate 
of interest—the first three become much 
more important than the fourth. Further- 
more, since, for decisions to acquire fixed as- 
sets, original cost of prospective equipment 
is usually given, the expected returns and 
the expected operating costs are the strate- 
gic factors. 

Thus far we have dealt with total interest 
cost and its relative importance as compared 
with the other factors in the situation. More 
important, both as a question of practical 
policy and as a theoretical problem, is the 
probable effect of a change in the rate of 
interest on the rate at which accumulation 
of fixed assets will take place. The preceding 
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discussion clearly implies that even a pro- 
portionately large change in the rate of in- 
terest, such as a drop from 4 per cent to 3 
per cent, will not have much effect on the 
rate at which assets whose expected useful 
life is three years or less will be accumulated. 
Even the longer-lived assets will not be 
greatly affected, although the effect in that 
case of a change in the rate of interest will 
undoubtedly be more significant and hence 
more likely to bring about a change in the 
rate of accumulation.® 

In the absence of uncertainty, particular- 
ly uncertainty concerning demand for out- 
put, changés in the rate of interest will have 
a marked effect. When that major element 
of uncertainty is absent, the discount for 
risk included in business decisions is de- 
creased. As the discount for risk decreases, 
the importance of changes in the rate of 
interest increases until, in the face of abso- 
lute certainty with respect to returns and 
original cost, a change in the rate of interest 
has a definite determinable effect. When ob- 
solescence and the accompanying uncer- 
tainty concerning future demand for out- 
put rule, however, the discount for risk is 
usually so large that even the size of inter- 
est cost, let alone any changes in the interest 
rate, isa matter of relative indifference. The 
fact that, for assets with an expected life 
of under five years, total interest cost is less 
than ro per cent is crucial; the discount for 
iisk is, in all probability, at least as large as 


_ ‘According to material prepared by the Securi- 
ties and Exchange Commission and reproduced in 
Kendrick, op. cit., pp. 74-75, 78-79, the cost of 
floating an issue of bonds, notes, or debentures of 
less than $1 million is 5.7 per cent of the public 
offering-price and 2.9 per cent for issues over $10 
million. In the case of shares of stock the cost is 
22.0 per cent for issues of less than $1 million, and 
6.3 per cent for issues over $10 million. As a result, 
(1) the effective rate paid by borrowers is higher 
than the nominal rates quoted on the market, (2) 
changes in the effective rates are less than the corre- 
sponding shift in nominal rates, and (3) small-scale 
concerns cannot afford to borrow through the organ- 
ized security markets and hence will not be directly 
affected by changes in interest rates induced by 
governmental or central-bank policy. 





that. Consequently, in influencing decisions 
to accumulate, both total interest cost and 
changes in the interest rate will be of minor 
importance. 

The foregoing considerations are especial- 
ly pertinent to periods of depression. Dur- 
ing such periods reductions in the rate of in- 
terest are relied upon to help offset the tend- 
ency to further deflation. In the recent past, 
however, such a policy has not proved very 
effective. In a depression the unsettling 
effect of the uncertainty engendered by ob- 
solescence is reinforced by the uncertainty 
created by the generally gloomy outlook for 
the future. The combination is enough to 
offset the expansive effects of lower costs 
brought about by a reduction in interest 
rates.° 


INTEREST AS AN OPPORTUNITY-COST 


What is the situation if the cash needed 
for the acquisition of fixed assets is either 
already available or readily obtainable by 
liquidation of securities held? Since Ameri- 
can concerns to a large extent have grown 
from within by “plowing back the profits,” 
self-financing represents an important prac- 
tical case. 

The principal alternatives to accumula- 
tion of fixed assets consist of (a) buying se- 
curities or debts and thereby obtaining in- 
come from interest or dividends and (0) pay- 
ing off a concern’s own obligations and 
thereby reducing interest expense. High- 
grade or “gilt-edge” investments, the most 
attractive form of security, typically offer 
rather low yields. As a result, the opportu- 
nity-cost associated with using funds in 
other ways is quite low. On the other hand, 
low-grade securities usually offer higher 
yields; but the higher yields are offset by 
the greater risk of loss of capital values. 
Thus, in the face of obsolescence, low-grade 
securities possess the same characteristics, 
though not to the same degree, as fixed as- 


* The capitalization aspect of the rate of interest, 
discussed later on in the present article, is also de- 
creased sharply in importance by the risk of obso- 
lescence. 
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sets, namely, uncertainty with respect to 
continuity and amount of yield, loss of li- 
quidity, and the risk of a large or total loss 
of capital values. Consequently, low-grade 
securities are usually not much more desir- 
able than fixed assets. 

Also important is the prevalent attitude 
toward the immediate future. In a period 
of expansion the possibility of continued 
favorable developments, with consequent 
large gains, will tend to offset the effects of 
the risk of obsolescence and of relatively high 
opportunity-costs. In a depression, on the 
other hand, when the effects of a favorable 
outlook for the immediate future are inoper- 
ative, interest rates, and hence opportunity- 
costs, are typically low. The general conclu- 
sion still remains that in the face of the risk 
of obsolescence neither the money-cost as- 
pect nor the opportunity-cost aspect of the 
rate of interest is of importance. 


CONDITIONS UNDER WHICH INTEREST 
COST IS STILL IMPORTANT 


A considerable segment of economic ac- 
tivity exists in which decisions to acquire 
fixed assets are greatly influenced by the be- 
havior of the market rate of interest. The 
reference is to residential housing and such 
permanent and semipermanent installations 
as bridges, roads, and operating equipment 
of the gas, electric, and communications 
utilities. 

The one outstanding characteristic of 
fixed assets in the fields mentioned above is 
that the market for the output of these as- 
sets is either absolutely or relatively assured. 
Residential housing, together with all dur- 
able consumers’ goods, has this characteris- 
tic to the highest possible degree. Roads and 
bridges, taken as typical of all collective 
fixed assets, have the same characteristic 
with respect to the community as a whole as 
residential housing and durable consumers’ 
goods have with respect to an individual 
household. Public utility assets possess this 
attribute to a lesser degree, but still to such 
an extent that they belong with the others. 
The monopoly position of a public utility 


protects it from any threats to its market 
from competitors in the same field. The le- 
gal right to charge rates high enough to earn 
a fair return on the investment gives rela- 
tively ample assurance of continuity and 
profitability. Such attributes make it pos- 
sible for a public utility to count on the mar- 
ket over which it has dominance for many 
years into the future. 

The effect of an assured market is to 
throw the emphasis upon costs. For long- 
term installations interest is of prime impor- 
tance because it is such a large element in 
total costs; and, when the market is as- 
sured, cost is the major strategic factor to be 
considered. If changes in the rate of inter- 
est can be made effective in those fields, 
very definite results may be expected. No 
such results, however, may be reasonably 
anticipated when obsolescence is a signifi- 
cant prospective element. 


III 


INTEREST AS A CAPITALIZATION FACTOR 


In addition to measuring one element in 
costs, the rate of interest serves as a capital- 
ization factor. Given a series of sums in the 
future, a present value, P, is obtained by 
using a rate of interest as a discount or capi- 
talization factor; as the rate is increased, P 
decreases; as the rate decreases, P increases. 

Consequently, even though interest is not 
of great importance as a cost factor, the role 
of the interest rate as a capitalization factor 
would seem capable of restoring it to a posi- 
tion of prominence. A lowering of the rate 
of interest increases the value of any given 
series of future returns—an effect which 
should raise the rate of accumulation of 
fixed assets. Conversely, an increase in the 
rate of interest should lower it. 

Specifically, with reference to fixed as- 
sets, a low rate of interest justifies the pay- 
ment of a higher price for equipment, or al- 
ternatively, justifies the acquisition of fixed 
assets not previously purchased because 
their cost was just above the capital value of 
the proceeds anticipated from their use. 
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The foregoing holds even in the face of the 
risk of obsolescence; no matter to what ex- 
tent expectations are depressed by uncer- 
tainty, a low rate yields a higher present 
value than a high rate. 

The uncertainty associated with obsoles- 
cence is, however, two-dimensional. Uncer- 
tainty exists with respect to both the magni- 
tude of anticipated returns and their dura- 
tion. As to the former, the risk of obsoles- 
cence places the magnitude of the proceeds 
in a penumbra so that small variations in 
the rate of discount tend to be ignored. As 
to the latter, evidence already summarized 
indicates that the uncertainty of obsoles- 
cence decreases sharply the number of peri- 
ods during which returns from the employ- 
ment of any given type of fixed asset may be 
expected. Reduction in the number of peri- 
ods to which the discounting process is ap- 
plied lessens the importance of the rate of 
interest as a capitalization factor. The long- 
er the number of periods over which dis- 
counting is performed, the smaller is the 
present value obtained, in comparison with 
the future amount. Thus, not only is the 
compound discount greater on an amount 
twenty years away than on one only five 
years distant, but it is more than propor- 
tionately greater. 

An important corollary to this behavior 
of compound interest is that the propor- 
tionate quantitative effect of a change in the 
rate of interest used as a discount factor de- 
creases sharply as the number of periods is 
curtailed. This corollary is the important 
case for the problem at hand, since its coun- 
terpart in the real world is the effect of 
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changes in interest rates on the value of 
existing and prospective fixed assets. 

The preceding observations may be re- 
duced to the statement that industrialists 
will concentrate not only on the stream of 
receipts but primarily on those of the first 
few periods. Uncertainty reduces the size of 
anticipated proceeds beyond the second or 
third year; particularly by comparison with 
the size of the returns of the first two or 
three periods, discounting the more distant 
proceeds to the present recuces their magni- 
tude still further. Consequently, the terms 
representing the proceeds of the first few pe- 
riods are the ones which are quantitatively 
important. Their period of discounting, 
however, is too short for ordinary changes 
in the rate of interest to be of much signifi- 
cance. 

Thus, as a result of the type of uncertain- 
ty created by obsolescence the rate of inter- 
est, both as a cost factor and as a capitaliza- 
tion factor, is relegated to a relatively minor 
position among the elements affecting the 
rate of acquisition of fixed assets. As a cost 
factor the importance of the rate of interest 
is definitely curtailed by the presence of any 
type of uncertainty, including obsolescence. 
As a capitalization factor the rate of inter- 
est and changes in it are important even in 
the face of uncertainty, provided that the 
number of periods to which it is applied is 
large. One of the principal characteristics of 
obsolescence, however, is precisely that it 
shortens the number of periods, thus greatly 
reducing the effectiveness of the rate of in- 
terest as an instrument of control. 
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INFLATION AS A POST-WAR PROBLEM 


HERBERT SPERO AND JOHN A. LEAVITT 


S THE war is prolonged, the government 
must give more serious consideration 

to the debt structure it is building. If the 
more somber view of the length of the con- 
flict is taken, it is especially vital to organize 
soundly the huge load of federal obligations 


TABLE 1* 


DIRECT, PUBLICLY HELD OBLIGATIONS OF 
THE UNITED STATES TREASURY 
APRIL 30, 1943 
bas Millions of taccsitedl 
































| 
iE Out- Per | Out- Per 
| standing | Cent | standing | Cent 
Publicly Held Debt April 30, | of Sune 20, of 
1943 Laces! 1920 Total 
Short-term and de- | 
mand debt: 
Savings Bonds. ./$ 19,267) 16.3$ 827] 3.4 
Treasury Bills | 10,044] 8.5]....... 
Certificates of In- | 
debtedness. . | 16,154] 13.6) 2,769 | 11.5 
Treasury Notes 17, $80) 14 8) 4,246 7 
Matured debt 63) 0.1) 7 $a 
Savings Stamps . 228) 0.2|........]..... 
es | > | ee 
Total. ... i$ 63 , 336] 53 5/8 7,849 | 32.6 
Long-term debt: | | 
Bonds. . i$ 55,201) 46.5/$16,218 | 67.4 
Grand total _ [SB ss7}r02 0|$24,067 |100.0 
| 


_ 


* Source: .: Daily a Statements; Annual nel Report of the 
Treasury, 1920. 
t Includes thrift stamps. 


being created. Even if it is believed that the 
war will come to a quick and successful con- 
clusion, the character of the public debt 
should be carefully scrutinized. 
Approximately one-half of the Treasury’s 
promises to pay are of a short-term or de- 
mand nature. With such a large proportion 
of the debt unfunded, the fiscal authorities 
must constantly be on their toes to keep 
their ever maturing obligations turning over 
—a task which will be difficult only if the 
government persists in a short-range pro- 


gram to meet its future financial require- 
ments. The emphasis on short-term debt is 
even more pronounced during the present 
global conflict than was the case during 
World War I. As of June 30, 1920, the close 
of the fiscal year during which the public 
debt was at its peak, the federal government 
was confronted with obligations of which 
only one-third were short term." The make- 
up of the Treasury’s commitments at the 
present time and those resulting from World 
War I is presented in Table r. 

Although the government includes United 
States Savings Bonds among its “Bonds” or 
long-term debt, we incorporate them in 
“Short-term and demand debt.” The very 
nature of these obligations and the type of 
purchaser dictate such a procedure. By 
means of these obligations the Treasury, 
since 1935, has been conducting an increas- 
ingly vigorous campaign to tap the savings 
and income of individual investors, particu- 
larly small investors. Notwithstanding the 
fact that these securities do not mature for 
ten or twelve years, purchasers are given the 
option of converting them into cash either 
sixty days or six months following the date 
of their sale, depending upon the type of sav- 
ings bond sold. The Series E Bond is re- 
deemable at any time sixty days after the 
issue date; the Series F and G, six months 
thereafter. The government’s objective in 
urging heavy public subscription to these 
special issues, especially since the beginning 
of the war, has been to reduce the growing 
volume of purchasing power in the hands of 
consumers and so in part to offset its dispar- 
ity with the dwindling supply of consumers’ 
goods. The national campaign to accomplish 
this objective has achieved some success 
with monthly sales at times exceeding one 
billion dollars. 


* The gross public debt was at its peak of $26,- 
596,701,648 on August 31, 1919. 
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However, to accomplish its anti-inflation- 
ary objective, the administration has been 
forced to court the favor of a vast group of 
novice investors—individuals who are not 
habitual savers and who are saving only 
with the anticipation of early conversion of 
their holdings into cash to restock their de- 
pleted personal inventories of consumers’ 
goods. These novice investors represent a 
real threat to the true long-term character 
of the War Savings Bond. They enjoy the 
privilege of cashing in their securities, and 
there is ample reason to believe that they 
will exercise their right. That this situation 
confronts us already is evidenced by the rel- 
atively large retirement of United States 
Savings Bonds before maturity since 1935, 
when they were first issued. 

Over the six to eight years even the pur- 
chasers during 1935-37, inclusive, have re- 
deemed one-quarter of their total subscrip- 
tions. And it must be remembered that 
these buyers were not motivated by the im- 
minent threat of war and the resultant pa- 
triotic stimulus. They could be considered, 
relatively at least, permanent investors who 
put their money into what they considered 
a desirable investment. Most certainly the 
recent Series E issues, the “Baby Bonds” 
calculated to appeal to small savers, have 
hardly found their way into the hands of as 
stable a group of bondholders as did the 
earlier issues. These later subscribers re- 
sponded for the most part under the pressure 
of a nation-wide patriotic campaign and fre- 
quently bought through pay-roll deduction 
schemes. There is little reason to believe 
that when the war ends they will not take 
advantage of their legal rights and ask for 
immediate redemption of their claims on the 
Treasury. Even today with the war in prog- 
ress and the bond-selling campaign well,un- 
der way, 5.9 per cent of the Series E Bonds of 
1942 have already found their way back;to 
the Treasury. If all Savings Bond sales and 
redemptions are taken into account as of 
June 9, 1943, regardless of date of issue, a 
more ominous rate of redemption relative to 
sales is apparent: thus while $11,209,000, 
000 of sales occurred during the more than 
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first eleven months of the fiscal year of 1943 
the government redeemed almost $748,000, 
ooo, or 6.7 per cent. 
only to the month of May, 1943, it is found 
that over $1,292,000,000 of these special is- 
sues were marketed, whereas approximately 
$100,000,000 of them were presented for re- 
demption, or 7.7 per cent of sales. The pres- 
ent rate of redemption admittedly offers no 


TABLE 2* 


RETIREMENT OF SAVINGS BONDS 
AS OF MARCH 31, 1943 


(In Millions of Dollars) 
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Cartes Senet Issued Retired | Retired 
Ee 6 mken $ 236 |$ 63 26.7 
ae 418 107 25.6 
Ee 523 119 22.8 
C-1938....... 592 106 17.9 
SN i eac<s 924 126 13.6 
OE ee 1,101 109 9.9 
D-1041...... 353 20 5.7 
OS ee 122 9 7.4 
rere 1,350 75 5.6 
F-1941....... 233 7 3.0 
Rs ow ie: 1,277 29 2.3 
E-1942. 6,127 362 5.9 
F-10942 650 5 o.1 
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Ns wasn 1,732 13 o.1 
F-1943 148 Beis cceces 
ee 665 | 0.4 
Unclassified 

risen dum 665 

Total... ...| $19,608 | $1 , 166 | 5.9 








March 31, 1943.” 


* Source: “Daily Statement of the United States Treasury 


difficulties because of the volume «: sales, 
though this is of no special credit to the 
Treasury. However, the future will in all 
likelihood present a different picture, for 
after the war, when sales slump and redemp- 
tions rise, the government will be hard put 
to it to deal with the situation.’ 


? A. Wilfred May, director, Division of Research 
and Statistics, New York Treasury War Saving 
Staff, defends the government’s war savings program 
in a letter to the New York Times of January 14, 
1943. He states: “Despite their free convertibility 
into cash, only 2.22 per cent of the aggregate of war 
and defense bonds sold since May 1, 1941, have been 
redeemed to date. Bond redemptions last month 
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That this is a real threat is not merely 
an idle thought. The American experience 
during World War I with War Savings Cer- 
tificates, a comparable obligation to the 
present Savings Bond, although only of five 
years’ duration, bears this out. During the 
years 1918-23 the federal government sold 
over a billion dollars of these certificates. 
During the war year 1918, redemptions in 
nowise compared with sales. With the close 
of the struggle, however, redemptions quick- 
ly caught up with and then rapidly out- 


TABLE 3* 


SALES AND REDEMPTIONS OF WAR 
SAVINGS CERTIFICATES, 1918-26 
(In Millions of Dollars) 





Redemp- 

Fiscal | Sales | Redemp- tions as a 

Year | tions Percentage 

| of Sales 
1918... | $353 $ 3 0.8 
SOQ. .... 738 134 18.2 
1920.... 73 200 274.0 
S008...<. 26 160 615.4 
1922... 70 85 121.4 
ae 202 | 541 267.8 
1924.... | 164 | 87 53.0 
ee 23. =O st | 223.9 
Senha 12 34 283.3 

| 





*Source: Annual Reports of the United States Treasury. 


stripped sales. The drastic shrinkage in 
sales between 1918 and 1923 occurred not- 
withstanding sporadic efforts to maintain 
and stimulate purchases. Apparently, pub- 
lic enthusiasm and patriotism evaporated 
with the German defeat. This situation is 
illustrated in Table 3. 





were 0.42 per cent of the total outstanding at the 
year end. In Canada redemptions of its war savings 
certificates have been four times greater than here, 
apparently without eliciting misgivings as to the 
soundness of government finance. The proportion o* 
war bonds being redeemed is about one-sixth that of 
the customary withdrawals of deposits from the 
New York State savings banks. q 

“The government’s net receipts from war savings 
bonds and stamps sold since Pearl Harbor and still 
remaining in the hands of the public have paid for 
20.2 per cent of the concurrent cost of conducting the 
war.” 


Not only does historical experience indi- 
cate the imminent threat of rapid conver- 
sion and a flood of demand for consumer 
goods after the war, but American industrial 
leaders and even the Treasury have encour- 
aged public subscription to the Baby Bonds 
by pointing to their exchangeability for cash 
at the Treasury on demand. Henry J. Kai- 
ser, a leading figure in the war-production 
effort, has proposed that the post-war plans 
of American business be in part based on 
the ready acceptance of Savings Bonds in 
payment for such items as automobiles and 
houses. He has emphasized that such a pro- 
cedure ‘‘will.... give... . tremendous im- 
petus to the government’s present financing 
efforts by stimulating the citizen to think 
that his War Bond has become the down 
payment on his new home or, perchance, 
that his accumulated War Bonds have pur- 
chased his new home. The questions of the 
negotiability of these instruments are only 
incidental. Escrow procedures are adequate 
to take care of all such repayments.” From 
the standpoint of the immediate fight 
against inflation this policy may be advis- 
able, but it creates an unwise stage setting 
for early post-war inflation. The immediate 
release of purchasing power may not then 
be counterbalanced by a ready flow of con- 
sumers’ goods. Reconversion of industry to 
peacetime pursuits must first be accom- 
plished. 

The short-term debt problem of the 
United States government is not confined 
to the Savings Bond and the novice inves- 
tor. The permanent investing class, con- 
sisting in the main of banks, insurance com- 
panies, and other financial institutions, owns 
$43,778,000,000 of Treasury Bills, Certifi- 
cates of Indebtedness, and Treasury Notes. 
Obviously, the government cannot pay off 
this obligation at maturity in cash out of 
revenues. To avoid outright inflation it 
must refund these securities and keep them 
turning over constantly. As long as there is 
general confidence and especially banking 


3 Address delivered before the National Associa- 
tion of Manufacturers, December 3, 1942 (New York 
Times, December 6, 1942). 
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support of the government’s financial pro- 
gram, bulwarked by adequate bank reserves 
to continue absorbing new federal issues, no 
problem is presented to the Washington au- 
thorities. Unsound fiscal procedures charac- 
terized by too great a reliance on financial 
institutions may deprive the government of 
this essential support. 

The Treasury’s policy of selling demand 
debt to the novice investor may well com- 
plicate the problem of bank support of the 
federal debt after the war. If and when the 
general public takes advantage of industrial 
and official encouragement of post-war con- 
version of the Savings Bonds, the fiscal au- 
thorities will have to fall back upon com- 
mercial-bank support to refund the demand 
debt. Thus the banks will be relied on not 
only to retain their already enormous port- 
folio of national obligations but also to re- 
finance the widely held Savings Bonds. Of 
course, the banks can take on these addi- 
tional obligations only if they have sufficient 
reserves. But there is, practically speaking, 
little problem here, for the government and 
the central banking authorities have various 
alternatives by which they can create bank 
reserves to facilitate the carrying of a large 
amount of such additional securities. 

Under these conditions bank deposits in 
all likelihood will grow and the threat of in- 
flation will appear all the more real. Hence, 
while the government is combating rising 
prices during the war, it may be setting the 
stage for a serious post-war crisis. For the 
consequent monetary demand for con- 
sumers’ goods and services will be great 
while industry will be in no position imme- 
diately to produce its normal complement of 
peacetime satisfactions. 

If the government’s policy-makers persist 
in keeping interest rates at a low level to 
minimize the dollar cost of the public debt 
burden, the inflationary threat following the 
war may be aggravated on still another 
count. Yet the Treasury can do little but 
continue this policy. The very size of the 
federal long-term debt, amounting to $55,- 
201,000,000 at the close of April, 1943, which 
was marketed at low rates of interest, and 


the type of investor holding these securities , 
probably will necessitate the continuance of 
an easy-money program. The investment 
accounts of banks, insurance companies, and 
other long-term investors are increasingly 
being loaded with government debt. These 
institutions have a stake in the easy-money 
policy; any revision of rates upward would 
decrease the capital value of their bond as- 
sets and seriously threaten their solvency. 
The federal monetary authorities cannot ig- 
nore their interests. 

Business activity will be stimulated by 
the upswing in prices caused by the con- 
tinued and increased use of bank credit; it 
will also enjoy the advantages of a low in- 
terest rate fostered by the government’s fis- 
cal policy, which at the same time will keep 
the cost of money to producers and dis- 
tributors at an abnormally low point. These 
two influences will generate capital invest- 
ment. For example, it may be that building 
activity will even expand as during the 
1920’s after World War I. 

The government’s policy to date does not 
permit of any fundamentally sound adjust- 
ment. Billions of dollars of demand debt 
are already outstanding and huge amounts 
of long-term federal bonds are assuming an 
ever more important place in the portfolios 
of institutional investors. On the latter 
point the fiscal authorities are committed to 
a low-interest-rate program both during and 
after the conflict. Washington, however, can 
ease its war and post-war financial program 
by modifying its policies within the frame- 
work of the existing Treasury policy. 

First, in place of relying so heavily on de- 
mand and short-term debt, stress should be 
placed on forced savings repayable on a stag- 
gered basis over a long period of years—per- 
haps at the option of the government and 
only when its financial position permits. 
Any other arrangement might impose too 
heavy a burden upon the government and 
force it to resort to bank credit to satisfy 
the forced savings creditor. 

Second, even more desirable would be the 
levying of heavier taxes than Congress has 
imposed or the Treasury proposed. While 











such burdens may for the time being ad- 
versely affect the middle- and lower-income 
groups, the emphasis must be placed on 
money-raising to avoid the unhappy results 
of dependence on bank credit and the novice 
investor. While cries may be raised in many 
quarters as to the justice of any one impost 
or the desirability of the entire tax program, 
prime consideration must be given to its 
economic consequences. 

Third, a higher interest rate on govern- 
ment bonds might be a wise procedure. Of 
course, question may properly be raised as 
to the effect on the price of outstanding ob- 
ligations sold previously at a lower interest 
rate. It will be pointed out that their prices 
will inevitably decline and injure the posi- 
tion of our financial institutions. The Treas- 
ury could protect them against this undesir- 
able development by converting these low- 
yielding obligations into new securities of 
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equal par value and a higher yield. This 
procedure could result in some market loss 


to banks and insurance companies holding- 


bonds selling above par today, but at least 
it would not imperil their capital position 
and so would be of no danger to them. Two 
advantages would accrue from this tech- 
nique. First, a higher rate of interest would 
probably encourage a greater volume of real 
Savings and investment in government 
bonds and hence require less reliance on 
bank credit and the Baby Bond buyer; less 
reliance on bank credit would reduce the 
danger of war inflation; and smaller sales of 
Baby Bonds would mitigate the threat of 
post-war inflation. Second, a higher money 
rate policy would not be so encouraging toa 
boom in business enterprise following the 
war. 


COLLEGE OF THE City oF NEw YorkK 








his 


ng- 


ist 
on 
vO 
h- 
Id 


nt 
on 


he 


of 
y 








BOOK REVIEWS 


Redirecting Farm Policy. By THEoporRE W. 
ScHuLTz. New York: Macmillan Co., 1943. 
Pp. viit+75. $1.00. 

Reduced to direct terms, Professor Schultz’s 
proposals are as follows: First, that prices of 
each farm product be fixed in advance of pro- 
duction at a level that is forecast as likely to 
induce the desired output of it. For annual 
crops this will mean a year in advance; for hogs, 
perhaps eighteen months; and for beef and dairy 
production, longer. Second, that surpluses and 
deficits of nonperishables arising from good and 
bad weather be handled by the government by 
means of the Ever Normal Granary and that 
surpluses of perishables be disposed of outside 
the usual channels of trade, as in recent years 
through school lunches, the stamp program, etc. 
Third, that, for any group in the farm popula- 
tion that does not get enough income on this 
basis, the deficit be made up by direct subsidies 
in kind rather than by raising the prices of their 
products. 

The major difference between these proposals 
and the actual present wartime program is that 
prices of cotton, wheat, and a few other prod- 
ucts are being held at higher than necessary 
levels because of pressure of producers, these 
producers using the parity-price formula as a 
rallying cry. Professor Schultz thinks that cast- 
ing overboard the whole parity formula would 
help this situation. Then, if some farm-product 
prices were lowered, others could be raised and 
no inflationary effects would arise. The guaran- 
ties of farm prices under present statutes for two 
years after the war would be only a little differ- 
ent from Professor Schultz’s proposal of one to 
three-odd years, provided the levels fixed were 
the same in both cases. 

Of those who agree with the author that “an 
administered farm economy” is necessary, few 
would not like the price program of the govern- 
ment changed in the same general direction that 
Professor Schultz outlines. The urging within 
government, except for one agency, has all been 
in that direction and in no small measure the 
performance, But these men do not know how 
to save an agency empowered to fix prices and 
wages from having to submit to group pressures. 
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The outcome of the present struggle (April, 
1943) over the Bankhead and Pace bills and Mr. 
Lewis’ wage demands will furnish passing com- 
mentary on this point. The exigencies of war 
have brought this problem to an acute head; 
they may force us to take some constructive ac- 
tion with respect to it that will carry over into 
the early post-war and beyond. Professor 
Schultz has rendered a good service at this time 
in pointing out clearly and forcefully how this 
could be the outcome. If a few thousand key 
men could now take time to read this little book 
of thirty thousand words, enough of them might 
begin to see something like a possible pattern of 
order arising out of the present farm price con- 
fusion and, in consequence, take hold of the situ- 
ation with more hope and courage. 

As to the part of the discussion which deals 
with management of income distribution, the re- 
viewer would have liked to see more emphasis 
placed on contributions to a more nearly equita- 
ble distribution that would result from such 
wartime measures as (a) trancferring farm work- 
ers to areas where they can produce more and 
earn more than where they now are and (6) pro- 
viding more land, livestock, and equipment for 
farm families that do not have enough now to 
use their human resources to their best advan- 
tage and the nation’s. In the same category are 
such long-run measures as assuring equal oppor- 
tunities for education, health, nutrition, and 
working efficiency for all classes of the popula- 
tion and, likewise, equal access to land and capi- 
tal for all young men of a given grade of capac- 
ity. 

These are all allocations of resources between 
individuals and groups that go far toward assur- 
ing an adequate sharing of income. We would 
still need social insurance as provision against 
accidental misfortune, and we would still have 
the maimed, the feeble, and criminal to care for 
through charity or incarceration. But little of a 
problem of social income management would be 
left. Professor Schultz’s presentation leaves the 
impression that management of resources and of 
income are commonly in conflict with each 
other. The reviewer thinks that the contrary is 
true and that soundly conceived public pro- 











grams will usually combine both objectives. He 
agrees with Professor Schultz that any proposed 
course of action should be considered from both 
points of view. He would reject almost any pro- 
posal that was seriously adverse in either regard. 
Professor Schultz implies, on the other hand, 
that he would approve a procedure that was de- 
sirable from a resource management standpoint 
even though it adversely affected income dis- 
tribution, and he would make up for this defi- 
ciency by supplemental income provisions. The 
reviewer would resort to such handouts very 
sparingly indeed and certainly only after every- 
thing possible had been done in the way of giv- 
ing the low-income individuals and groups more 
resources to work with, including education, 
health, etc., as well as land and equipment. 


Joun D. Biack 
Harvard University 


The Economics of Price in the Milk Industry: Re- 
port of the Bureau of Public Administration. 
By James M. STEpp. University, Va.: Divi- 
sion of Publications of the Bureau of Public 
Administration, 1942. Pp. ii+154. $1.00. 


This study is divided into three sections, the 
first of which is concerned with competitive pro- 
duction and price patterns in the milk industry 
under the simplified conditions of “‘pure compe- 
tition.” Section II views the same phenomena 
as they are modified by the institutional frame- 
work of the American market. Section III 
traces briefly further divergencies from the pat- 
tern of pure competition and points out the 
imperfections in the market which result in 
monopoly and the demand for government 
regulation. 

The author’s declared purpose is to make a 
theoretical analysis of price-making forces in the 
milk industry. He expresses the belief that eco- 
nomic theory may be able to clarify some of the 
complexities; provide a logical and reasonable 
explanation of the present organizational pat- 
tern; provide a key by which to differentiate 
monopoly, oligopoly, and pure competition; and 
serve as a tool for the formulating and carrying- 
out of social policy in the milk industry. 

The analysis in Section I under the assump- 
tions of pure competition is clean-cut and pre- 
cise. Following the rent theory of von Thiinen 
and Fetter’s “law of market areas,’’ he demon- 
strates the spatial relationships of the produc- 
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tion areas of milk, cream, and butter with refer- 
ence to a single consuming market, and the 
competitive division of supply areas for these 
products where two or three markets are con- 
cerned. The complications of seasonal supply 
are introduced to show the intricacies of market 
supply and interdependence. The analysis in 
these chapters (ii-v) is in terms of an extensive 
margin. This is appropriate enough in chapter 
v, where seasonal supplies are discussed, but in 
the case of annual supplies some notice should 
have been given to the possibility of adjusting 
production to increased demand on the basis of 
an intensive margin—for example, the keeping 
of more cows per acre, improving the quality of 
cows, importing feed, or cultivating feed crops 
more intensively. 

In chapter iv the competitive relation of two 
or more markets to their respective supply areas 
is described in terms of changes in relative prices 
in the different markets. Transportation costs 
by assumption are at the same rate to all mar- 
kets. It is implied but not specifically stated 
that changes in the area relationships may also 
result from changes in relative transportation 
rates and production costs in the areas tributary 
to the different markets. There are two annoy- 
ing misprints in this section: “inversely” for 
“directly” (p. 27) and the cream price given as 
“$3.10” should be “$2.10” (p. 31). 

The author hardly does justice to the institu- 
tional framework of freight rates in Section Il 
of his report. While he recognizes the fact that 
transportation costs do not vary in proportion 
to either weight or distance (p. 75), he goes on to 
discuss the geographical organization of pro- 
ducers of milk and cream in terms of absolute 
transportation costs. It is, of course, the rela- 
tive cost of transportation as reflected through 
the rate structure which is determining. The 
relatively lower burden on the longer haul is of 
primary importance in explaining the true shape 
and size of supply areas for milk and cream and 
butter. The effect of the shift from rail to truck 
transportation on transportation costs is also 
ignored. 

In measuring the relationship of butter 
prices in different markets it might have been 
better to use weekly rather than monthly aver- 
age prices (p. 94). . 

In the reviewer’s opinion, supported by his 
own investigation, the author somewhat over- 
states the stabilizing effect of butter storage on 
the amplitude of seasonal fluctuation in price, 
which he says “will be limited by storage costs 
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plus the cost of transporting such products from 
the place of storage to such a market” (p. 107). 
Storage costs are elsewhere defined to include 
cost of storage and interest on money invested. 
This may be true under pure competition, where 
the speculator is assumed to make an accurate 
forecast of the price at which he can sell storage 
stocks in the future. In the institutional setup, 
however, speculative demand in the sezzo0n of 
flush production will be affected by the volume 
of present and prospective future supply, by the 
speculator’s profit experience in the year preced- 
ing, and by cyclical factors affecting demand. 
Where these factors are unfavorable to the reali- 
zation of an anticipated profit on a future sale, 
speculators will hold off the market until the 
spread between cash and current future prices is 
wide enough to cover the abnormal degree of 
risk. Under these conditions the seasonal am- 
plitude of butter prices will be increased. 

The institutional framework of the market 
as conceived by the author does not include any 
consideration of cyclical influences on produc- 
tion of milk and on storage of milk products. 

There is little that is new in Section III of 
this study. It is pedagogically valuable in show- 
ing the elements in the market which make for 
control through either an oligopolistic or a 
monopolistic arrangement, thus affording a 
sharp contrast with the material of Section I. 
The final chapter shows by what steps the failure 
of monopoly to control gradual increases in milk 
production in the whole-milk area provides 
once more the opportunity for competition 
through the operations of the flat-price buyer. 
It is at this point that government intervention 
is sought in order to regulate and “‘organize”’ the 
market. 

As a matter of detail, in this final chapter the 
author should make clear on page 147 that pay- 
ment of the Class I price by milk distributors 
under a government order applies only to pro- 
ducers within the market area of supply as de- 
fined in the government order or milk-marketing 
agreement. 

Again, in the brief discussion of elasticity of 
demand for milk and milk products (p. 152) no 
mention is made of the possibility of a consider- 
able elasticity of demand for fluid milk at differ- 
ent income levels. He does point to the need for 
further research into “the underlying conditions 
governing the supply of and the demand for 
milk” as a preliminary to the formulation of a 
sound public policy. 

The contradictory character of the possible 


objectives of governmental control agencies is 

made clear by the following enumeration: 

t. To effectuate the establishing of competitive 
pricing insofar as such is possible 

2. To procure for consumers as low a price as pos- 
sible for fluid milk and cream 

3- To maximize the consumption of milk irrespective 
of the form in which it is consumed 

4. To procure for dairy farmers a fair (in the socio- 
ethical sense) price for the product 

5. To restore (or encourage to be formed) effective 
oligopolistic or monopolistic control over pricing 
in the market or markets subject to regulation 

[p. 151] 

The author counsels that the market-control 
authority should have a definite objective but 
gives no hint as to which one of the above should 
be chosen. In his statement of “general con- 
Clusions”’ (p. 152) he leaves little scope for lais- 
sez faire competition. Only those markets which 
have a radius of five to ten miles where pro- 
ducers sell their own product are likely to be 
organized on this basis. The whole point of the 
theoretical analysis of Section I of the study is 
lost, however, if one does not sense the gravita- 
tional pull of competition behind the imperfect 
structures of governmental schemes of control. 

The author is to be congratulated upon what 
comes near to being a classic statement of the 
milk-marketing problem in all its major aspects, 


Epwarp A. Duppy 
University of Chicago 


Consumers and the Market. By MARGARET G. 
Rem. 3d ed. New York: F. S. Crofts & 
Co., 1942. Pp. xvii+617. $3.85. 

This volume is a reorganized and in many 
sections completely re-written editior of the 
book under this title published in 1938. Critical 
opinion of the merits of the first edition differed 
greatly. It ranged from such judgments as those 
expressed by this reviewer in this Journal* to 
the effect that the book met a need for sound 
economic analysis of the specific issues discussed 
and would help students using it to a correct 
understanding of economic principles in general, 
to those represented by Mr. Widener of the 
School of Business, University of Buffalo, who 
considered it completely unsound and “too par- 
tisan, too emotional and too immature” for 
classroom use.? He described it as “a systematic 


t XLVI (December, 1938), 906-8. 
2 Journal of Marketing, IV (April, 1940), 124-31. 
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spreading of unnecessary animosity and false 
fears” and Miss Reid herself, by implication, as 
one of a “self-appointed, self-acknowledged 
group of consumer experts who are determined 
to spend the consumers’ money for them.” 

Such a variance in opinion in itself seems 
worth noting. But this reviewer for one is not 
disposed to recant and considers Mr. Widener 
as wrong in his appraisal of the merits of the 
book as he is with respect to its purpose and to 
Miss Reid’s need for special appointment before 
writing it. The achieved purpose in each edi- 
tion corresponds with the avowed purpose: to 
examine the existing market system and the 
economy it co-ordinates from the standpoint of 
the consumer. Miss Reid does not discuss what 
the consumer spends his money for, or what he 
ought to want except by implication through 
definition of the consumer interest, i.e., what 
he ought to want in the way of business prac- 
tice, public policy, and economic arrangement. 

The wide difference in critical opinion that 
has been noted points to the continued need for 
clarification of fundamental assumptions and 
sound analysis of the issues necessarily raised in 
books dealing with this subject matter. So able 
has been Miss Reid’s discussion that one could 
wish that she had not felt obliged to consider 
the usefulness of her book as a text or to make it 
“comprehensive.” She could then have placed 
greater emphasis upon matters that are in dis- 
pute or concerning which issues even are not 
clear. Factual material available elsewhere or 
not essential to the main argument could have 
been omitted. 

What, for example, exactly is in dispute with 
respect to advertising? Even qualified criticism 
of this selling method from the consumer’s 
standpoint by those who neither write it, pay 
for it, nor teach how it should be done is widely 
greeted, as Miss Reid says, “with dismay, 
alarm, consternation and even fury.” Is the is- 
sue its effect upon unit costs of production or 
upon allocation of resources? Is there disagree- 
ment as to the consumer’s need for information 
about the goods available? Disagreement as to 
the relative advantages for this purpose of the 
printed word, the broadcast, and the person-to- 
person means of communication? Is there dis- 
agreement as to the desirability of attempts by 
anyone to guide demand or alter consumption 
habits? Or is the disputed question whether sell- 
ers are the only possible or the best agency for 
information and demand guidance? Is the exact 
relation of advertising to “free enterprise” gen- 


erally understood and agreed upon? And, if it is 
argued that attempts by sellers whenever pos- 
sible to create and guide demand are an inevita- 
ble accompaniment of a free economy, are such 
attempts to be regarded as a necessary evil, a 
good in themselves, or neutral in consequence? 
Attempts to reduce the area of controversy 
are decidedly in order. 
Haze. Kyrx 
University of Chicago 


Food for People. By MARGARET G. REID. New 
York: John Wiley & Sons, Inc., 1943. Pp. 
xv+653. $4.00. 


This book represents a new kind of applied 
economics. It is new in that economic issues are 
considered in their relation to a major category 
of consumption, representing a basic human 
need. It is applied in that its purpose is to point 
the way toward a more adequate food supply 
for all classes of consumers. Clearly, this meth- 
od of increasing economic understanding has its 
merits as a way of increasing interest for many 
readers, pointing the argument, and emphasiz- 
ing the social aspect, as represented by the con- 
sumer interest, of the various situations dis- 
cussed. 

This book is also a new approach to the prob- 
lems of food supply and food consumption. 
Economists have concerned themselves largely 
with producers’ problems and with public poli- 
cies as they affected farm prices and farm in- 
comes. Food consumption has been the concern 
of the nutritionists. The latter have had the 
usual attitude of men of science, interested in 
discoveries in their own field and eager to make 
them known but oblivious to some of the condi- 
tions necessary for their complete utilization. 
Economists who saw the perturbation of some 
of the most eminent physiologists and physi- 
cians when faced with the recommendations of 
the Section on Economic Policy of the National 
Nutrition Conference held in Washington in 
May, 1941, and heard their demand for the sup- 
pression of the report will realize that their ig- 
norance may be an obstacle to desirable social 
action. 

Miss Reid necessarily has covered a wide 
range of topics. The first main section of the 
book deals with production; mainly, how- 
ever, production by consumers for their own 
use; the second section deals with consumption, 
the nature and bases of our food habits, their 
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changes over time, the adequacy of our diet 
from the nutritive standpoint, and the price and 
income elasticity of the demand for food in gen- 
eral and for various kinds of food. The last 
main section deals with social policies affecting 
food consumption, the food standards used in 
public welfare administration, the food-stamp 
plan and other forms of subsidized consump- 
tion, legal regulation of food production and dis- 
tribution, monopolies and restraints on trade, 
taxes on food, and the Agricultural Adjustment 
Administration program. The discussion at ev- 
ery point reaches a high level. Those who have 
a special interest in or knowledge of a particular 
matter may wish for a more extended discussion 
or a somewhat greater emphasis on points 
deemed of special importance, but, on the other 
hand, they will generally be pleased that so in- 
telligent and informed a treatment in conjunc- 
tion with related material will come to the at- 
tention of those otherwise uninformed. 

There is a question, however, whether Miss 
Reid has used her space wisely. Should a hun- 
dred pages have been given to family-furnished 
food and no attempt made to describe the types 
of farms, farming, and farmers providing food 
for the market? Not only is her section head- 
ing, “Production of Food,” misleading but there 
is real need for enlightenment if readers are to 
understand the factors affecting the adequacy 
of the food supply and farm and food policies. 
For such enlightenment concerning our produc- 
tive situation the reviewer would sacrifice sev- 
eral other parts of the book—some of the pages 
devoted to consumers’ purchasing habits, for 
example. The reduction of marketing costs, a 
subject much more complex, is discussed in only 
one-fourth the space given to this topic. Those 
parts of the picture that Miss Reid neglects to 
fill in are those, however, that can be most easily 
supplied from other sources. Still one would like 
to see this book more complete and better pro- 
portioned. 

Haze Kyrx 
University of Chicago 


Economics for Commerce. By J. K. Grrrorp. 
Brisbane: University of Queensland, 1942. 
Pp. ix+417. 

This book does not, as the title might indi- 
cate, deal with the application of economic the- 
ory to business practice. It is a general textbook 
on economics, with several chapters on demand, 


several on supply, and a series of single chap- 
ters devoted to monetary theory, interest, wage 
rates, international trade, etc. The title selected 
for the book reflects the author’s desire to write 
about economics in a way that would appeal to 
businessmen—a desire that explains the mate- 
rial selected for discussion, the avoidance of 
mathematical expressions, the development of 
special terms to replace the technical terms of 
economic theory, and the general emphasis on 
the practical aspects of economic thought. 

In spite of the claims of the author, the book 
should not be looked upon as an introductory 
textbook. A student introduced to economics 
through this book would, because of the special 
language used, find it difficult to converse with 
other economists or to follow their writings. 
This difficulty is important inasmuch as the 
problem of covering the major fields of econom- 
ics in four hundred pages involves considerable 
condensation, and, if the student is unable to 
round out his information by recourse to special- 
ized books, he is indeed handicapped. More- 
over, to make economics “practical,” it is neces- 
sary to recognize an endless number of possible 
exceptions to the general rule, making it difficult 
to grasp the main point being presented. An ex- 
ample of the difficulties arising is the following 
quotation from a chapter dealing with willing- 
ness to sell. 

We may finish off this chapter by making certain 
statements which can be understood by the practical 
business man without further explanations. ... . 
In a purely competitive market, if nothing happens 
to alter total willingness to sell commodity A, then 
the greater the demand for A and the higher its 
market price, the greater total output tends to be 
up to a certain point, but the amount the market is 
willing to supply may be the same for all prices with- 
in any one of a number of price ranges. 

The features of this book that make it un- 
suitable as an introductory textbook are, how- 
ever, the very things that make it useful as sup- 
plementary reading for graduate students in 
business or public administration. Anyone with 
a good background in economic theory who is 
struggling with the problem of integrating eco- 
nomic ideas with the reality of the world can 
benefit from the author’s exploration. Consider- 
able attention is given to the reconciliation of 
the viewpoint of the accountant and the econo- 
mist concerning cost of production; the influ- 
ence of the business cycle in business planning 
receives due emphasis; the existence of monopo- 
listic competition over a wide area of business is 











recognized (the chief reference, however, being 
made to Burns rather than to Robinson or 
Chamberlin) ; and the influence of personalities, 
ideals, ignorance, fear, and other elements of the 
real world are included throughout the discus- 
sion. 

Several general criticisms might be leveled at 
the book. First of all, the chapter dealing with 
interest rates is not at all clear. This is due in 
part to the fact that the discussion concerns the 
market rate of interest rather than “pure” in- 
terest devoid of risk premiums and that a sup- 
ply-and-demand analysis is used. The demand 
for loans is considered a function of the differ- 
ence between the price of production goods and 
the price of consumption goods—a spread that 
is affected by technological change and by 
changes in the general price level. (An increase 
in the quantity of money presumably increases 
the price of consumption goods but does not 
affect the price of production goods!) The sup- 
ply of loans is described as a complex of the rela- 
tive demand for present goods as opposed to 
future goods, the desire for liquidity, and the 
anticipation of risk of loss both through default 
and through rising prices. With these tools the 
author concludes that deficit financing will lead 
to lower interest rates (1) by increasing the will- 
ingness to save and lend in the short run by in- 
creasing incomes and increasing bank reserves 
and (2) by increasing the supply of consumption 
goods relative to the population in the long run. 
Any tendency toward increased interest due to 
the demand for production goods and the higher 
risk premium because of rising prices is not con- 
sidered sufficient to overcome the above factors. 
The author points to the unusually low rates of 
interest in the United States and Great Britain 
during the 1930’s as evidence of the validity of 
this argument. It is not necessary here to indi- 
cate the inadequacies of this analysis. Suffice it 
to say that the profit possibilities in using pro- 
duction goods te produce consumers’ goods are 
evidence of disequilibrium and, consequently, 
do not “explain” any particular rate of interest 
except a long-run tendency toward a zero rate 
of pure interest; that liquidity preference is af- 
fected by anticipated changes in price and, in 
addition, represents the velocity concept in the 
flow of money; and that the preference for fu- 
ture goods over present goods is not an explana- 
tion but a restatement of the fact that people 
do save. As to the illustrations cited by the au- 
thor, it is possible that low interest rates are 
explainable by the anticipations on the part of 
investors that deficit financing in and of itself 
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leads to economic collapse—hence the high pref- 
erence for liquid holdings. 

The chapter on international trade and for- 
eign exchange presents a discussion of the basis 
for trade in terms of percentage differences in 
the prices for various commodities in various 
countries. This idea is described in some detail 
but does not enter the analysis except in general 
or vague terms such as the following: 

Permanent trade is not possible between private 

individuals in two countries if there is no difference 
in price differences, or if the differences in the price 
differences are not big enough to make it possible 
(after adjustment of the price levels by one way 
trade) for some gold prices in A to be sufficiently 
low relative to corresponding prices in B, and some 
prices in B sufficiently low relative to the correspond- 
ing prices in A. 
In the reviewer’s opinion the doctrine of com- 
parative costs, in spite of its oversimplifications 
in assuming that there is pure competition and 
that relative costs of production remain con- 
stant in any one country, is a much more reveal- 
ing type of analysis. The author is apparently 
quite disturbed by the existence of monopoly 
and the phenomena of dumping, but this is no 
reason for ignoring the benefit to be had from 
pursuing a more simplified analysis. 

Other sections of the book might be criti- 
cized, such as the relegation of economic rent to 
a footnote, the inadequate treatment of index 
numbers (inadequate in comparison to E. P. 
Neale’s Guide to New Zealand Official Statistics 
[Auckland, 1938]), etc., but enough has already 
been said to indicate that the book is not for the 
uninitiated. Its strength lies in the fact that it 
reflects the personality of the author—his think- 
ing, his judgments, and his point of view. In 
passing, recognition should be made of the ex- 
cellent index, which not only gives a guide to 
the contents of the book but serves as a glossary 
of economic terms, including such items as 
“Gresham’s law,” “laissez faire,’ “primary 
production,” “taxation, canons [four] by Adam 
Smith,” etc. 

GrorGE H. Brown 
University of Chicago 


A History of Economic Thought. By Eric Rott. 
Revised and enlarged ed. New York: Pren- 
tice-Hall, Inc., 1942. Pp. xiv+585. $4.00. 
The first edition of Professor Roll’s History 

was reviewed in the August, 1940, issue of this 

Journal. The revision is a considerably larger 

book, partly because of much more legible ty- 
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pography, for which the publisher is presum- 
ably to be commended. This accounts for fifty- 
odd pages, of larger size. Apart from a few pages 
added to the treatment of Ricardo and Pareto, 
a re-writing of the conclusion, and minor verbal 
changes, the previous book is reprinted. The 
main difference consists in the addition of two 
new chapters, one on American economic 
thought and the other on contemporary devel- 
opments. The former consists of a survey sec- 
tion and one section each devoted chiefly to 
J. B. Clark and to Veblen, with brief mention 
of other writers. This treatment is defensible in 
view of Clark’s pioneer role and the fact that 
Veblen is the only American to achieve a reputa- 
tion as an economist through work which repre- 
sents a sharp departure from the lines taken by 
“classical” British thought and the subjective- 
value schools. As readers of the earlier book 
might expect, in view of its anticlassical and 
Marxian slant, Veblen is first highly praised and 
then compared with Marx to the advantage of 
the latter. The new chapter on contemporary 
thought is about equally divided between a sur- 
vey of recent equilibrium economics and a dis- 
cussion of “The New Political Economy” of 
J. M. Keynes. Keynes is rather critically treat- 
ed, especially for not drawing the political con- 
clusions, in favor of governmental action, which 
might have been drawn from his argument. 

The new concluding chapter is largely de- 
voted to criticism of the “apologetic” tendencies 
of the classical economics, and advocates a re- 
turn to “political economy,” but along socialis- 
tic lines, which, however, are not sketched out 
in any detail. The reviewer is inclined to pro- 
test against solemn assertions at this date in 
history to the effect that laisser faire does not 
necessarily lead to ideal results, as a criticism of 
the social implications of classical economics. 
The obvious rejoinder would be that the great 
bulk of political interference in market relations 
is foolish and pernicious. It might seem that all 
such commonplaces could be omitted and the 
attention of students drawn to definite and real 
issues. 

It is unusual to find an index open to criti- 
cism on the ground of excessive completeness; 
but, when there are topics with 150 or more 
page entries and dozens with over 50, and no 
indication as to which are important, the em- 
barras de richesses verges on impoverishment. 


Frank H. KNIGHT 
University of Chicago 


Money, Currency and Banking. By Haroxp L. 
REED. New York: McGraw-Hill Book:Co., 
Inc., 1942. Pp. viiit+-522. $3.75. 


Professor Reed’s book fulfils the expectations 
of those who knew he had long been engaged on 
such a treatise. In many ways it reminds me of 
Hawtrey, except that Reed writes better and is 
easier to understand. He is realistic, open-mind- 
ed, and free from dogmatism. It is a matter of 
regret, however, that he has joined that group 
which minimizes the importance of a historical 
background. In my opinion, it is easier to un- 
derstand the present if we know more of what 
has gone before. 

Professor Reed says that the sole function of 
“money” is to provide a unit of account. The 
medium of exchange, he believes, should be 
called “currency” (p. 6). In chapter ii, on “Our 
Currency System,” and again in chapter iv, he 
runs into the same difficulties that have faced all 
of us who have taught or written in this field. 
He uses terms and expressions that the under- 
graduate student cannot easily understand until 
he has proceeded further in the course. Chap- 
ter iii, on “How Banks Provide the Payment 
Media,” is excellent. Pages 137-39 contain a 
good description of the dangers of a gold ex- 
change standard. 

In chapter xiii is an excellent discussion of 
the equation of exchange which Reed feels has 
much of value if properly interpreted. On page 
152 he says that “the equation of exchange is 
not to be confused with the quantity theory of 
currency.” But Kemmerer, Fisher, and Edie 
have long held that the equation of exchange is 
the algebraic expression of the quantity theory, 
and the reviewer agrees. Reed believes, and 
rightly, that there has been a tendency to ex- 
aggerate the influence of interest rates. He also 
disposes, effectively, of the doctrines of the bul- 
lionists, so much in evidence in 1933 and 1934. 

Professor Reed’s experience as a member of 
the New York State Banking Board stands him 
in good stead in his realistic discussion of bank 
loan and investment policy. He notes the pass- 
ing of the theory that a bank loan to be good 
should always be self-liquidating in character 
(p. 22). He comments on the changing concept 
of bank reserves and dwells upon the insuffi- 
ciency of the academic criticisms of the national 
banking system (p. 246). 

In chapter xiii the author traces the develop- 
ment of Federal Reserve policy, noting the 
changes that have taken place, and comments 
upon the declining effectiveness of the system as 
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an agency of control. “It is virtually correct,” he 
says, “‘to define the reserve banks as institutions 
equipped to produce general effects on the credit 
market by alternate purchases and sales of Gov- 
ernment obligations” (p. 272). He rightly de- 
nies that government spending was largely re- 
sponsible for the vast increase in member-bank 
reserves (p. 284). After 1933, gold imports were 
the principal reason for such increase. 

There are good chapters on “War Finance” 
and on “English Monetary Policy.” With re- 
gard to the argument as to whether internal 
price stability is preferable to exchange-rate sta- 
bility it is doubtful whether the first can be 
achieved without the second (p. 320). The 
maintenance of the gold standard in England 
on an overvalued pound depended upon the co- 
operation of American banking authorities, 
which was not successfully given. 

In the discussion of the banking collapse of 
1933, Reed condemns the publicity of R.F.C. 
loans as it undermined confidence in the banks. 
While some devaluation of the dollar might have 
been necessary, he correctly concludes that we 
went too far. He would have limited remedial 
measures at first to the reopening of the banks 
and a guaranty of bank deposits. “It is impos- 
sible to refute the opinion that monetary pres- 
sure against France, reluctant as this latter 
country was to match our devaluation, goes far 
to explain the economic and political weakness 
that preceded the collapse of resistance to Ger- 
many in the Second World War. Neither can it 
be categorically denied that, by putting Ger- 
many under greater necessity to subject the ex- 
change market and its foreign trade to Govern- 
ment control, we contributed to the develop- 
ment of totalitarianism” (p. 382). 

In his concluding chapters Reed makes the 
following observations: (1) It would be unwise 
to require the Federal Reserve system to sta- 
bilize prices or follow any single guide to credit 
policy (p. 399). (2) Without new powers the re- 
serve banks will be able to do little to restrain 
inflationary tendencies in prices (p. 411). (3) 
While the 100 per cent reserve plan may be “in- 
evitable” and has much logic to it, “it offers 
very little that cannot be reasonably well pro- 
vided uuder the present system” and “difficul- 
ties of effecting a changeover would be serious” 
(p. 434). (4) We would not have heard so much 
about our having reached economic maturity 
if economic policies of the twenties had been 
different. “Keynes and his followers have not 
established their case, but neither have their 


opinions been demolished” (p. 445). (5) “Our 
recent experimentation with unorthodox mone- 
tary and fiscal palliatives has taught us little” 
(p. 447). (6) “If pump-priming does not work, 
Government deficit spending will have to be 
continued in successive periods with the final 
outcome, very likely, the substitution of state 
for private direction of industry” (p. 452). 
Pump-priming could work only if efforts were 
made to encourage private enterprise to initiate 
new projects. (7) We should not work for a re- 
turn to an international gold standard with gold 
currency values rigidly fixed (p. 455). The rules 
of the old gold stand. } will no longer be even 
halfheartedly obsery.u. Gold values “are too 
difficult to set up at proper levels and to correct 
after they become seriously deranged” (p. 457). 
(8) After laying down certain principles for a 
price stabilization policy, he believes the pro- 
gram most consistent with them is the storage- 
reservoir plan of Benjamin Graham, but con- 
cludes it should be postponed until the end of 
the war and then employed only with the ut- 
most conservatism (p. 468). 

Chapter xl, on “Banking Reform,” concludes 
the volume. Reed makes the startling sugges- 
tion that the federal government should no 
longer charter banks, leaving this power to the 
states. Membership in the Federal Reserve sys- 
tem should, however, be compulsory for deposit- 
originating banks to get proper examination and 
supervision. The F.D.I.C. should become a pure 
insurance organization and nothing else. The 
comptroller of the currency should be attached 
to the Federal Reserve System as chief of the 
division of examinations. The lessening of 
Treasury influence is desirable. Branch banking 
should be closely restricted as to area and is 
preferable to group banking. Savings banks and 
savings and loan associations should eventually 
be consolidated; likewise, this should be done 
with industrial banks and personal loan com- 
panies. But a new type of investment company 
could be created to deal in capital issues of me- 
dium quality. 

This book will probably not satisfy those 
who wish a standard text of the usual type. But 
the author intended it to be different. I believe 
it a bit advanced for beginning students, judg- 
ing from my own experience. But it is stimulat- 
ing and thought-provoking and achieves the 
goal the author set for himself. 


CuHaRLEs S. TIPPETTS 
Mercersburg Academy 
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Economic Problems of War. Edited by GEORGE 
A. STEINER. New York: John Wiley & Sons, 
Inc., 1942. Pp. xi+665+Appendix. $3.50. 


It is impossible to do justice to the contribu- 
tions of twenty-eight individual authors in a 
short book review. The standards of the chap- 
ters vary—as one might expect considering the 
number and variety of contributors. 

G. A. Steiner’s introduction is simple and 
dear. His statistical examples could have been 
refined. The importance of the expansion of the 
war effort and the more recent contraction of 
peacetime production could have been shown if 
the rise of the index of production of producers’ 
goods had been compared with the original rise 
and subsequent sharp fall of the index of pro- 
duction of consumers’ goods. V. D. Reed com- 
pletes the introductory part of the book with a 
survey of the resources and industrial capacity 
of the United States. 

Three brief but substantial chapters are de- 
voted to the war economies of Great Britain 
(A. Viton), Germany (R. A. Brady and M. Gert- 
ler), and Japan (R. A. Brady and H. Oshima). 
At this point a survey of the war economy of the 
Soviet Union would have been welcome. 

Steiner describes the over-all war organiza- 
tion of the United States. The chapter is still 
good as a study of recent history. The problems 
of price control and its administration are ana- 
lyzed in two chapters by H. C. Sauvain and 
J. F. Bell. Sauvain diagnoses the theoretical 
problem in popular terms. Bell’s chapter ex- 
plains the administrative rather than the theo- 
retical aspects of price control. 

M. C. Mills and Steiner raise the principal 
issues involved in war finance. The reviewer 
agrees with the authors’ proposal for heavier re- 
liance on the personal income tax and for the 
application of collection at the source and forced 
savings. W. C. Cleveland, in a chapter on 
“Monetary Policies and Organization,”’ recom- 
mends that the Federal Open Market Commit- 
tee be made the “Central Monetary Control 
Agency” of the country. The powers of the 
agency should be (1) controls over the creation 
of money and (2) controls over the creation of 
bank-deposit currency. Cleveland advises that 
all paper-money issues be in the form of Federal 
Reserve notes, leaving the Treasury without the 
power to issue any type of paper money. This 
would involve repeal of the pertinent clauses of 
the Silver Purchase Act. Cleveland further pro- 
poses that the requirement for specific collateral 


of Federal Reserve notes be eliminated and that 
these notes be converted into “general-asset”’ 
notes. 

The more specific aspects of consumer credit 
control and rationing are dealt with by A. Har- 
ing; D. Novick follows with a detailed analysis 
of industrial production controls; and N. L. Sil- 
verstein discusses the financing of the produc- 
tion of war goods, emphasizing the need for 
greater financial facilities for small subcontrac- 
tors. A group of nine chapters are included un- 
der the heading “Problems in Selected Areas of 
Economic Activity.” C. L. Christenson and 
T. A. Miller contribute a chapter on the labor 
market, J. F. Mee on personnel problems, and 
M. L. Fair on transportation problems. A chap- 
ter by W. T. Buckley deals with raw materials, 
and one by S. E. Braden with “Strategy of Raw 
Materials and Economic Policy.” A. Haring 
writes on “Retailing ina War Economy,” A. M. 
Weimer on “‘Housing,” J. E. Hedges on “Insur- 
ance,” and O. B. Jesness on “Agriculture.” 

The last part, “Post-war Economic Prob- 
lems,” is inaugurated by a chapter on “‘The 
Economic Costs of War” by F. G. Dickinson 
and A. Rose. The first half of the chapter is 
based on E. L. Bogart’s and J. M. Clark’s stud- 
ies of the cost of World War I; the second half, 
on J. A. Schumpeter’s Business Cycles. The au- 
thors object to N. D. Kondratieff’s associating 
long waves and periodic wars with the capitalist 
system. They accept, however, the general in- 
terpretation of long cycles as given by Schumpe- 
ter. Their statement that, “in the two or three 
decades after the close of the Second World 
War, the long-cycle hypothesis will stand or 
fall” (chap. 23, p. 29) sounds rather sweeping. 
Economic problems of reconstruction are pre- 
sented by E. C. Bratt. He believes that if there 
is not much destruction of residences there will 
be little immediate post-war demand (chap. 24, 
p. 17). He does not seem to fear the danger of 
immediate post-war inflation to which so many 
of us look forward with anxiety. He is rather 
afraid of sagging prices “when war requirements 
are withdrawn” (chap. 24, p. 21). E. M. Patter- 
son discusses the “Economic Bases of Perma- 
nent Peace.” His theme song is “less sovereign- 
ty for individual states” and “‘less laissez faire.” 
He believes that the world will be divided into a 
small number of regional groupings. J. E. Mof- 
fat, who writes on “The Outlook for Capital- 
ism,” thinks that capitalism will continue, but 
he realizes that considerable changes will have 
to be made. 
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The reviewer does not regret having read 
through the seven hundred pages of this book. 
Almost everybody will learn at least a few things 
from doing the same. It is a giant Reader’s Di- 
gest for students in contemporary economics. 


Henry Srmow BLocu 
University of Chicago 


War without Inflation: The Psychological Ap- 
proach to Problems of War Economy. By 
GrorGE Katona. New York: Columbia 
University Press, 1942. Pp. x+213. $2.50. 


The author of this book is a psychologist who 
at the same time handles economic analysis with 
real competence. His study of the inflation 
problem will prove to be stimulating to psychol- 
ogists as well as to economists. 

“The general thesis of the book is that there 
are two ways of fighting inflation. One is legis- 
lative and administrative action, such as taxa- 
tion and price fixing; the other is orientation of 
the public to bring about the best possible re- 
sponses to wartime conditions and measures. 
. . . . These measures should collectively form 
a systematic context or framework for the peo- 
ple’s thinking and acting.’”’ This general thesis 
is given specific content in the author’s discus- 
sion of the psychological preparation for price- 
and wage-fixing and in his analysis of the ap- 
peals to save, of alternative tax policies, and of 
the problem of post-war transition. The chap- 
ter on “Government Publicity” contains a criti- 
cal appraisal of actual practices of economic in- 
formation. 

Dr. Katona points out correctly that the con- 
cept of the inflation potential or of the excess 
buying power is more “psychological” in charac- 
ter than most people realize. When estimating 
this excess, we compare a magnitude defined as 
aggregate income payments minus personal tax- 
es minus “normal savings” with the available 
supply of consumer goods at given prices. If 
price control and rationing are successful in 
keeping part of the excess thus calculated from 
being spent, then we say that, as a consequence 
of the direct controls, actual savings were great- 
er than the amount of “normal” or “genuine” 
savings would have been in the given circum- 
stances. Katona is clearly right in maintaining 
that appeals resulting in higher genuine savings 
perform the same function as the direct controls 
and that it would be desirable to integrate these 
two types of attack. In fact, it is impossible to 
ascertain the relative quantitative effectiveness 
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of the two attacks, since the estimates of “gen. 
uine savings” rest on foundations that are tenu- 
ous, to say the least. 

Among the interesting practical suggestions 
of the book, the most convincing one is con- 
tained in the pages advocating reliance on posi- 
tive rather than negative appeals. The author 
argues, for example, that it is more promising to 
persuade the public to save money for future 
contingencies than to persuade it not to hoard 
commodities. The advantages of accumulating 
savings for the post-war transition period should 
be one of the main themes of anti-inflation 
propaganda. 

The word “propaganda” is used infrequently 
in this book. The emphasis is on “explaining,” 
that is, on making the public understand the 
truth. It seems to the reviewer, however, that 
the argument is not always consistent in this 
respect. For example, the author approves of 
the practice of telling the public that by buying 
war bonds it enables the government to build 
planes, tanks, etc. According to the author, 
there is no contradiction between his approval of 
this kind of propaganda and his emphasis on 
making the public understand the truth. He be- 
lieves it possible to argue that the slogan in 
question is not really untruthful (p. 130). In 
the reviewer’s opinion the slogan is partly re- 
sponsible for the widespread lack of understand- 
ing of the difference between purchasing bonds 
with idle deposits and purchasing them “out 
of current savings.” But, even if we thought 
that the slogan was a useful piece of propa- 
ganda, we would not attempt to attribute truth 
value toit. It is also hard to appraise, from this 
point of view, the author’s concluding statement 
that “this war can be waged without inflation,” 
considering that the thesis of the preceding sec- 
tion is that we cannot hope to get away witha 
small degree of inflation unless we fry to get 
away with no inflation at all. 

The author’s opinion concerning the relative 
significance of the various causes of war infla- 
tion differs from that of the reviewer. We feel 
that Dr. Katona overestimates the role of mis- 
information and that he comes close to over- 
looking the inflationary consequences of the lack 
of agreement concerning the distribution of the 
war burden. Unfortunately, many groups have 
some a priori chance of faring better under in- 
flationary war finance than under a planned dis- 
tribution of the entire war burden. The well- 
organized groups have a good chance of faring 
much better, provided, of course, that the harm 
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done to the economy is insufficient to prevent 
the nation from winning the war. 


WILLIAM FELLNER 
University of California 


Behemoth: The Structure and Practice of Nation- 
al Socialism. By FRANz NEUMANN. New 
York: Oxford University Press, 1942. Pp. 
xviit+532. $4.00. 

The detailed, detached analysis of the build- 
ing and working of National Socialism, prom- 
ised in the subtitle of this book, would be of 
great value. The bulky volume contains three 
parts, besides an introduction: (I) “The Politi- 
cal Pattern of National Socialism” (“The To- 
talitarian State,”’ “The Revolt of the Party and 
the Movement State,” ““The Charismatic Lead- 
er in the Leadership State,” “The Racial Peo- 
ple,” “The Grossdeutsche Reich,” and “The 
Theory of Racial Imperialism’’); (II) ‘“Totali- 
tarian Monopolistic Economy” (“The Organi- 
zation of Business” [which should be called 
“The Organization of Business for Administra- 
tive Purposes’’], “The Monopolistic Economy,” 
and “The Command Economy”); and (III) 
“The New Society” (“The Ruling Class” and 
“The Ruled Classes”). The Epilogue, called 
“Behemoth,” asks: “(Has Germany a political 
theory?” “Is Germany a state?” “What are the 
developmental trends in her structure?” 

Unfortunately, the author has tried to prove 
a thesis rather than to give an analysis. Under 
the influence of what might be called “‘posthu- 
mous Marxism,” which is now so popular with 
Anglo-Saxon littérateurs, he attempts to explain 
National Socialism by economic categories such 
as “monopolistic capitalism” and “imperial- 
ism” (in an all-embracing and therefore quite 
inconcise sense of the word). He is well aware of 
the fact that the Nazis, being generally half- 
educated men, have no “philosophy” but only 
“fancies.” Yet there is a unity in their kaleido- 
scopic notions, namely, the conception that so- 
ciety is structured for war and that war is its 
main purpose. This doctrine, brutally expressed 
by Ludendorff and passionately formulated by 
Jiinger and others, has to be ignored by writers 
who limit themselves to the economic interpre- 
tation of history. Yet it explains the Nazi eco- 
nomic system much more naturally than lengthy 
discussions of monopolist capitalism. The Nazi 
type of government represents the applica- 
tion of army government to civilian society. 
And the Nazi economic system is but a techni- 
cally perfected copy of the war economy de- 


veloped in the last war; it was not determined 
by economic forces but by military necessity. 
As peace is but a temporary intermission for 
preparation for war, it has to be permanent. 

The author’s desire to ignore these funda- 
mental forces—imperialism is by no means iden- 
tical with militarism—has prevented him from 
making the useful contribution which his wide 
reading might have made possible. He nowhere 
reaches the profound understanding of the dy- 
namic forces at work which Rauschning pos- 
sessed, though he is more “learned” and more 
systematic. Sociological classification, after all, 
is a substitute neither for psychological compre- 
hension nor for historical knowledge. Many of 
the author’s historical statements are but half- 
truths. He does not look to history for the raw 
material from which he might attempt to draw 
generalizations; it is to him a card index from 
which he can get reference to facts useful for 
proving preconceived theories. 

The Epilogue, in which the author raises the 
question as to whether Nazi Germany is a state 
or whether it has a philosophy, is proof of his 
sterile sociological pedantry. It is quite possible 
that Nazi Germany does not fit his definitions 
of “state” and of “philosophy.” Must we really 
say that a bottle is empty when the labels at 
our disposal cannot properly describe its con- 
tents? 

The book has one particularly unpleasant 
feature. The author, a refugee from Germany, 
rarely misses an opportunity for making a sneer- 
ing or deprecatory remark upon such German 
Liberals, Socialists, or Democrats as he happens 
to remember. 

M. J. Bonn 
Hamilton College 


Labor’s Voice in the Cabinet: A History of the 
Department of Labor from Its Origin to 1921. 
By Joun Lomparpr. New York: Columbia 
University Press, 1942. Pp. 370. $4.00. 
Labor’s Voice in the Cabinet is, as the subtitle 

indicates, a history of the formative years of the 

United States Department of Labor, from its 

inception in 1913, when Woodrow Wilson en- 

tered the White House, to 1921, when he left it. 

The idea of a labor department was in ferment 

for more than forty years before it finally crys- 

tallized. It was first presented for labor’s con- 
sideration in the late 1860’s, on the wave of 
trade-unionism which accompanied and fol- 
lowed the Civil War. It was again presented 
with the rise to power of the Knights of Labor 








in the 1880’s; and again after the turn of the 
century, particularly after the American Fed- 
eration of Labor began, in 1906, in connection 
with the now famous Bill of Grievances, to 
wield its then newly found political weapon of 
punishing its enemies and rewarding its friends. 
By the time the Republicans were turned out 
of office in 1912 the necessary legislation creat- 
ing a separate department had been passed. In 
fact, one of the last things Taft did before leav- 
ing the White House was to sign a bill putting 
the idea into effect. 

The most dramatic event during the first 
eight years of the life of the department was, of 
course, the first World War. Everything else 
the department did during those years was over- 
shadowed by its efforts in connection with that 
event. The book gives about half its space to 
those efforts and for that reason is of current 
interest. Then, as now, the problem of building 
an army and of providing it with camps, ships, 
food, and ammunition created a shortage of 
labor. The parallel shortage created in mate- 
rials threw prices and the cost of living out of 
line. Numerous agencies sprang up, each of 
which tried to deal with these developments in 
its own way. The American phase of the war 
broke out in April, 1917, and by September of 
that year the following agencies were settling 
labor problems: National Committee on Medi- 
ation and Conciliation of the Labor Committee 
of the Council of National Defense, Canton- 
ment Adjustment Commission, Arsenals and 
Navy Yard Wage Commission, Board of Con- 
trol of Standards in Army Clothing, Shipbuild- 
ing Labor Adjustment Board, National Adjust- 
ment Commission for Longshoremen, Harness 
and Saddlery Adjustment Commission, and the 
President’s Mediation Commission. 

The problem was to bring these agencies to- 
gether under a common policy and to decide 
where the policy-making function should be 
lodged. Everyone knowing President Wilson’s 
position on labor and its importance in winning 
the war felt that he was not going to circumvent 
the newly created department on this particular 
issue. Industry, however, was suspicious of the 
department and its connections with organized 
labor and maneuvered to have a separate agency 
created. After much delay the President, on 
January 4, 1918, appointed the secretary of the 
department as War Labor Administrator. To 
disarm his opponents, the secretary in turn ap- 
pointed an advisory council on which, outside of 
the Woman’s Trade Union League, the em- 
ployers were equally represented with the em- 
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ployees. It was this council which set the stage 
for the creation of the then tripartite National 
War Labor Board and the code under which it 
operated. The code outlawed strikes and lock- 
outs, recognized the eight-hour day where es- 
tablished by law and, elsewhere, such hours as 
safety, health, and comfort demanded, and rec- 
ognized essentially the status quo in the matter 
of labor organization. 

Not much time elapsed before it became evi- 
dent that the board was developing an orbit of 
its own. To counteract that development, the 
Administrator created out of government rep- 
resentatives a War Labor Policies Board and 
tied it to his own office. But in this case, as in 
most other cases, the policy and operating 
boards did not walk hand in hand. The War 
Labor Board had to deal with each case as it 
came along and, in doing so, made policy asa 
part of its regular work, while the War Labor 
Policies Board was busy drafting programs on 
central hiring, standard wages, overtime pay, 
etc. On more routine but, in the aggregate, 
equally important matters, such as employment 
bureaus, housing and transportation, women in 
industry, Negro labor, training and dilution, 
working conditions, and investigation and in- 
spection, the Administrator did, on the whole, 
succeed in bringing about a certain amount of 
co-ordination. 

The book does not attempt to evaluate these 
achievements by discussing them in detail; it 
simply moves from peak to peak and in the end 
leaves the impression that it was all to the good 
to have one department dealing with all labor 
problems. The differences between the War La- 
bor Board and the War Labor Policies Board 
are viewed as a mere matter of bad timing. 
“Logically, the Policies Board should have been 
created first. If it had, then the War Labor 
Board could have adopted [sic] its course in con- 
formity with policies laid down by the former. 
As it was, the latter was created first because 
it appeared to be more urgent. As a conse- 
quence, its rulings became the policies of the 
government, rather than the application of the 
policies formed by others to specific situations” 
(p. 358). This entirely overlooks the fact that 
policies are generalizations drawn from events 
and that in a changing world policy-makers not 
connected with the events are often either too 
far behind or too far ahead of the events to deal 
with them effectively. In the case of the two 
boards it should also be noted that the War 
Labor Board was, for the most part, made up of 
representatives from industry and labor, while 
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the War Labor Policies Board was made up of 
representatives from government agencies. Ev- 
eryone in Washington knows that boards made 
up in this way are no match for one another. 

The book does not present any new material 
but, according to its own light, does a good job 
of presentation. A bit of reinterpretation here 
and there in accordance with some of the sub- 
surface realities would make what, on the whole, 
is a good book still better. 


E. B. M 
Washington, D.C. a 


Soviet Labour and Indusiry. By LEONARD E. 
HusBarpD. London and New York: Macmil- 
lan Co., 1942. Pp. xv+315. $3.25. 

Each topic of Mr. Hubbard’s twenty-one 
chapters would be sufficient for a separate book 
of quite considerable volume. The reviewer, 
therefore, feels quite handicapped in conveying 
to the reader a notion of the subject matter in 
the short space allotted to him. The review will 
be limited, therefore, to the main and most 
striking conclusions, omitting much of the 
book’s valuable and highly instructive informa- 
tion. Moreover, the factual material, at least 
in some part, is not entirely unfamiliar to most 
students of the Soviet Union. This fact, never- 
theless, does not miniinize the author’s contri- 
bution to the general knowledge of the Soviet 
Union, especially in regard to conditions prior 
to and during this war. 

The book has tremendous scope. To men- 
tion but a few of the topics, the author discusses 
the causes and effects of the Revolution, condi- 
tions under the czars, various periods in the de- 
velopment of the Soviet Union, principles of the 
Soviet-planned economy, labor legislation, 
wages and organization of labor and industry, 
the standard of living, the relationship between 
the industrial and agricultural proletariat, the 
bureaucratic “élite,” and the Soviet state. Such 
a variety of topics, crammed into the short space 
of about three hundred pages, could not be given 
proper treatment. 

The statistical data which Mr. Hubbard of- 
fers to substantiate his conclusions ought to be 
carefully and critically scrutinized—particular- 
ly his statements in regard to fluctuations in the 
percentages of a number of indices, since many 
of them are based upon assumptions, as is freely 
admitted by the author himself. 

The reviewer is particularly interested in 
problems of scientific methodology and attaches 
the greatest importance to the study of the pe- 
culiar nature and the inherent characteristics of 
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the new type of economic categories created in 
the Soviet Union. He was extremely interested, 
therefore, in the attempts of Mr. Hubbard to 
penetrate into this very much neglected sphere 
of scientific research. 

Mr. Hubbard tries to analyze the economic 
nature of money in the Soviet Union. On the 
surface it does not manifest any difference from 
money in a capitalistic society, and still it is 
peculiarly different in its role as a medium of 
exchange and as a measure of value. Though 
the form of buying and selling for money is re- 
tained, money is a mere unit of account and not 
a measure of value. To quote Mr. Hubbard: 

Thus money wages are a convenient method of 
distributing the total amount of consumable wealth 
in a way that gives the highest degree of satisfaction 
to the consumers But, in fact, the Czarist 
roubles they [the workers] were paid before 1917 rep- 
resented a claim on the products of third parties 
transferred to them by their employers, while their 
Soviet roubles today represent their dividends in an 
immense national cooperative concern [p. 233]. 


Together with the change in the nature of 
money, there is also a radical difference between 
prices in the Soviet Union and in a capitalistic 
economy. 

Wholesale prices are formed by the aggregate of 
all wages paid to the labor concerned in all processes 
from procuring the raw material to the final manu- 
facture of the finished goods, including all transport 
costs, to which is added at different stages small per- 
centages to provide a profit to each enterprise con- 
cerned [p. 229]. 


A change in the very nature of profit, a term 
still used even by the Soviet economist, has 
naturally taken place. “The word profit is not 
strictly a fitting term to translate the Soviet 
word, whose precise meaning is accumulation” 
(p. 229). Mr. Hubbard points out how prices 
are used as an additional device for planning the 
distribution of manufactured goods—as a means 
of balancing production and demand. The cor- 
relation between prices, general wage fund, and 
volume of consumers’ goods is very interestingly 
presented and interpreted by the author. Mr. 
Hubbard, however, failed to grasp the funda- 
mental methodological principles upon which is 
based the system of planning as it is practiced 
in the Soviet Union. 

The same applies to his interpretation of the 
causes of the Russian Revolution and especially 
to his main conclusions about the future of Rus- 
sia, many of which are rather debatable. Writ- 
ing about the causes of the Russian Revolution, 
the author correctly states: 





374 BOOK REVIEWS 


The revolt of the workers and peasants was es- 
sentially an economic movement for the improve- 
ment of their standard of living and working con- 
ditions, and the conviction that by supporting the 
Bolsheviks they would bring the war to an end [p. 1]. 


Immediately following, however, the author en- 
gages in a long discussion about the peculiarities 
of the Russian national character, instead of 
further elaborating upon the economic and gen- 
eral conditions which precipitated the Revolu- 
tion. “The Russian character,” he writes, ‘‘con- 
tains certain Asiatic ingredients which differen- 
tiate the Russians from Western Europeans and 
which caused the revolution to follow its own 
peculiar and distinctive course [p. 2].” 

To this it is necessary toadd: Any revolution 
is unquestionably a great national movement. 
So was the Russian Revolution. In an analysis 
of the national character of the Russian Revo- 
lution it would have been more appropriate to 
emphasize that pre-revolutionary Russia was a 
predominantly agricultural country and that 
the distribution of land to the emancipated 
peasants in 1861 resulted in their receiving 
about 15 per cent less land than they had culti- 
vated for their own needs as serfs—a reference 
the author himself makes elsewhere in his book. 
The real national character of the Russian Revo- 
lution manifested itself primarily as a peasant 
movement whose aim was to satisfy the most 
urgent need for land—a need which was long, 
long overdue and which aggravated the eco- 
nomic condition of the entire country, retarding 
its general development industrially, culturally, 
and politically. The general economic destruc- 
tion and the disintegration of the old regime, 
due to the first World War, were the favorable 
prerequisites for the Russian peasant revolution. 
Lacking its own organization, the Russian peas- 
antry was led by an organized faction of Russian 
labor. The reviewer, however, does not disre- 
gard the national characteristics of the Russian 
people. Obviously these characteristics played 
their part in the past and will continue to do so 
in the future course of events in Russia. 

Mr. Hubbard’s main conclusions are based 
upon his analogy of the Russian Revolution 
with the epoch of Peter I. It is from this analogy 
that he diagnoses the Russian Revolution and 
predicts the future course of events in Russia. 
Mr. Hubbard is not the first to be tempted by 
the many striking similarities of the two out- 
standing epochs in the history of Russia. In 
stressing similarities and ignoring differences 
there is always a danger of overlooking the ac- 
tual circumstances and the concrete conditions 


of a given historical period. Peter’s policies 
were the result of the general world conditions 
of his time. The world conditions of our time 
are very different. This difference determined 
the peculiar course of the Russian Revolution, 
and this same difference will determine the fu- 
ture development of events in Russia. 

It is difficult to write about contemporary 
events and maintain an objective historical per- 
spective. Nevertheless, real scientific research 
about Russia is at the present time of para- 
mount importance. 

A. Dusitzky 
New York City 


Local Government Debts in Pennsylvania: Prob- 
lems and Methods of Control. By Rona. 
EuGENE Greco. (Ph.D. dissertation in Po- 
litical Science, University of Pennsylvania.) 
Philadelphia: Privately printed, 1942. Pp. 
xi+ 169. 

This is a thorough case study of local govern- 
ment debt in Pennsylvania from 1890 to 1937. 
The author appears to have described accurate- 
ly the trend of debt, debt limitations, reasons 
for borrowing, and the concentration of debt. 

The major remedy for debt troubles lies in 
some kind of state supervisory agency according 
to the author. He is on sound ground when he 
says that state receivership procedures are pref- 
erable to “a continuance of disorderly settle- 
ment or lack of settlement of municipal obliga- 
tions.” Five of the monograph’s seven chapters 
end with a suggestion that some degree of state 
supervision or control would be helpful. While 
the book as a whole is an excellent case study 
and its major conclusion that state supervision 
would be desirable is true, many minor conclu- 
sions do not seem warranted. The author im- 
plies, for instance, that per capita debt figures 
are of little worth but that the ratio of debt to 
assessed values is valid. As a matter of fact, 
both are symptomatic and not final indexes. 
The suggestions for improvement of municipal 
credit in Pennsylvania are well founded. No 
new general principles are developed. The book 
is weakest in the closing pages, where the author 
discusses the determination of debt-paying abil- 
ity and methods of evaluating or “rating” mv- 
nicipal bonds. Any attempt to accomplish the 
latter is bound to end in trouble. 

This monograph is weil worth reading by the 
economist who wants to test general theories 
against actual cases, by the student of political 
science, and by local officials who want to see 
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themselves as others see them at work on debt 
matters. The book has the appearance of hav- 
ing been written in 1937 and published in 1942, 
thus overlooking the progressive steps taken by 
Pennsylvania in the passage of a new and com- 
plete municipal debt law in 1941. 


Cari H. CHATTERS 


Municipal Finance Officers Association 
Chicago, Illinois 


The Expropriation of Foreign-owned Property in 
Mexico. By WENDELL C. Gorpon. Wash- 
ington: American Council on Public Affairs, 
1941. Pp. ix+201. $3.25. 

Dr. Gordon recognizes (p. 176) that, in ex- 
propriating foreign-owned property without ad- 
equate compensation, the Mexican government 
has been influenced both by the forces of na- 
tionalism and by the demands of the poor in 
Mexico for a redistribution of the country’s re- 
sources irrespective of the nationality of their 
present owners. He recognizes also that the for- 
eign investor, formerly received with open arms 
and now again invited to share in the develop- 
ment of Mexican resources, this time with dis- 
tinct reservations, has been used to an unwar- 
ranted extent as a scapegoat for the shortcom- 
ings of Mexican political leaders in dealing with 
the problems of education, land distribution, 
and general welfare. The problem with which 
heis mainly concerned is whether Mexico, in her 
program of expropriations, has fulfilled her ob- 
ligations under international law (p. 154). He 
discusses this problem against a background of 
the prevailing economic and social conditions 
and the law in force in Mexico. 

The unbalance of the national economy re- 
sulting from the great expansion of foreign in- 
vestments without corresponding improvement 
of the situation of the peons, under the Diaz 
regime, is briefly described in chapter i. The 
progress made in the redistribution of land up 
to the end of 1939 is sketched in chapter ii, with 
friendly criticism (p. 23) of the lag in the in- 
crease of production of crops. The agrarian laws 
are summarized in chapter iii. The economic 
and the municipal law aspects of the oil prob- 
lem are discussed, at disproportionate length, 
in chapters v, vi, viii, and ix. The railroad ex- 
propriation of 1937 is given, with its back- 
ground, a total of seven pages, in chapter xi, 
which contains the sage observation (p. 140) 
that this expropriation occasioned relatively 
slight criticism because the holders of railway 
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securities were not well organized and had al- 
ready become accustomed to the idea that these 
securities were worthless. The remaining chap- 
ters (iv, vii, x, xii, xiii, and xiv), comprising one- 
third of the text, are entitled, respectively, ‘“In- 
ternational Aspects of the Land Reform,” “The 
International Aspects of the Oil Problem,” “Sug- 
gested Settlement of the Oil Controversy,” “‘Fu- 
ture Expropriations?” “The International As- 
pects of the Mexican Situation,” and “The Out- 
look.” 

Chapters iv and vii throw no new light on the 
international aspects of the problems discussed. 
Chapter iv contains, incidentally, a striking il- 
lustration of the inadvisability of relying upon 
secondary sources of information when primary 
sources are available. It refers (p. 46) to an 
agreement, said to have been signed by Ambas- 
sador Daniels in 1935, providing for the pay- 
ment by Mexico of $5,500,000 at the rate of 
$500,000 a year “for lands seized during the 
1910-1920 period.” The author could have as- 
certained, by reference to the Report of the Spe- 
cial Mexican Claims Commission, published in 
1940, that the “agreement”’ which he mentions 
was not an agreement, was not signed by Am- 
bassador Daniels, and did not relate to com- 
pensation for lands seized; it was, in fact, a re- 
port by a joint committee determining the 
amount payable by Mexico on account of claims 
of American citizens for losses and damages 
through acts of armed forces, mutinies, mobs, 
or bandits during the revolutions and disturbed 
conditions between 1910 and 1920. 

Dr. Gordon’s suggestion, in chapter x, for a 
settlement of the oil controversy is that Mexico 
agree to pay the oil companies 20,000,000 pesos 
a year for twenty years; or that a new company 
be formed under joint control of the oil com- 
panies and the Mexican government; or that the 
companies make separate settlements. The first 
suggestion is somewhat difficult to reconcile 
with the author’s censure of the oil companies 
(p. 180) for their unwillingness to consider a 
settlement, in 1941, for a “token payment” of 
$9,000,000. 

In his last three chapters Dr. Gordon plunges 
into a sea of conflicting expressions from various 
sources and emerges from time to time with 
statements to the effect that international law 
requires compensation for expropriation of for- 
eign-owned property, that Mexico has acknowl- 
edged her obligation under her own law to com- 
pensate Americans for agrarian expropriations, 
and that no one can say yet how far she will go 
in fulfilling her obligation under international 
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law to compensate the foreign owners of expro- 
priated oil rights and railway property. The 
reviewer cannot be sure that more definite state- 
ments than these would be warranted under ex- 
isting conditions. 

EDGAR TURLINGTON 
Washington, D.C. 


The Making of Modern New Guinea: With Spe- 
cial Reference to Culture Contact in the Man- 
dated Territory. By STEPHEN WINSOR REED. 
(“Memoirs, American Philosophical Soci- 
ety,” Vol. XVIII.) Philadelphia: American 
Philosophical Society (issued in co-operation 
with the International Secretariat, Institute 
of Pacific Relations), 1943. Pp. xix+326. 
$4.00. 

New Guinea has long been an attractive field 
of study for anthropologists. It has suddenly 
assumed a position of great international politi- 
cal significance as a result of Japan’s effort to 
gain control of southeastern Asia. New Guinea 
becomes, as a consequence, an inviting field for 
studies of the political, economic, and social de- 
velopment experienced under European influ- 
ence. 

This book summarizes for the Mandate Ter- 
ritory of New Guinea (northeast quarter) “the 
more recent results of European aims and native 
achievements as seen in the light of the whole 
history of contact and acculturation.” It is an 
excellent piece of sociological work and is most 
timely. The author brings together in readable 
and critical form the essence of many more spe- 
cialized studies, and he enriches the entire ac- 
count with his own firsthand experience in the 
region. Field work in the Mandate during the 
period from August, 1936, to May, 1937, and 
perusal of the somewhat extensive literature on 
New Guinea provide the special bases for this 
interpretation. An earlier publication of the In- 
stitute of Pacific Relations (Australian Mandate 
for New Guinea: Record of Round Table Discus- 
sion [Melbourne, 1928]) served well as a fore- 
runner of this volume. 

A number of problems relative to the gov- 
ernment of New Guinea must be faced by Aus- 
tralia. The security and welfare of both native 
and white populations of the Mandate Terri- 
tory of New Guinea as well as the freedom of 
Australia itself have been challenged by the 
Japanese invasion. The problem of establishing 
military works in the Territory, despite their 
prohibition under the provisions of the Man- 
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date, had to be met in a practical manner. In 
the interest of administrative efficiency Aus- 
tralia has proposed the unification of Papua and 
the New Guinea Mandate into a single terri- 
tory. The status of Australian interest in New 
Guinea will unquestionably be changed signifi- 
cantly as a result of the present war. 

In the light of the above-stated considera- 
tions and, more particularly, on the basis of 
those continuing internal problems arising from 
the whole history of European penetration, the 
author analyzes the human conditions repre- 
sentative of the Mandate. The impact of Euro- 
pean culture upon indigenous culture during the 
past seventy years has brought about a peaceful 
revolution in native society. Three cultural 
groups are recognized—aboriginal, European, 
and Kanaka (the new composite group). The 
Australian mandate system is believed by the 
author to provide the best opportunity for all 
three groups to work out their destinies to mu- 
tual advantage. 

The analysis of the situation in New Guinea 
is undertaken along the following lines. A brief 
description of the physical characteristics of the 
Mandate is followed by a survey of the aborigi- 
nal cultures. Communities and local groupings, 
the food quest and economic organization, ma- 
terial culture, property and trade, government 
and intertribal relations, social organization and 
the life-cycle, ceremonial life and the supernatu- 
ral, are major topics of consideration. The entry 
of European influence is considered in the pre- 
liminary stages prior to 1884, under German ad- 
ministration in 1884-1914, and under Austral- 
ian control since 1914. Discovery and explora- 
tion, trading contacts, plantations and recruit- 
ing, missionary contacts, land laws, justice, in- 
dentured labor and recruiting, governmental ad- 
ministration, public services, agricultural pro- 
duction, mining enterprise, commerce and fi- 
nance, are discussed in the survey covering the 
period of contact with the outside world. A 
final chapter deals with the emergent society, 
resulting from contact between a handful of Eu- 
ropeans and a mass of unorganized natives and 
thus providing another bit of evidence of world- 
wide “colonization” by Europeans. 

A useful appendix deals with Melanesian 
pidgin English, another evidence of contact be- 
tween widely contrasting cultures. An extensive 
bibliography of journal articles, books, and re- 
ports in English and German also occurs in the 
Appendix. Many footnotes throughout the vol- 
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ume enable the reader to consult pertinent lit- 


erature. 
CLIFFORD M. ZIERER 


University of California at 
Los Angeles 


Variability in Wheat Yields and Outputs, Part I: 
Cycles or Random Fluctuations. By V. P. 
TIMOSHENKO. (“Wheat Studies of the Food 
Research Institute,” Vol. XVIII, No. 7.) 
Stanford University: Food Research Insti- 
tute, 1942. Pp. 48. $1.00. 


This study attempts to answer the question, 
“Are fluctuations in wheat yields and outputs 
systematic in some respects and consequently 
predictable to a certain extent, or are they whol- 
ly dominated by chance?” The author experi- 
mented with the recently proposed Wallis- 
Moore test for randomness of sequences in a 
time series. After a very careful and detailed 
application of this test to long time-series of 
data from many parts of the world, the author 
concluded that “‘it is difficult to detect system- 
atic tendencies.” 

The reviewer believes that he detected a re- 
luctance on the part of the author to accept this 
conclusion. Although the author does not state 
so clearly, he seems to suspect that the Wallis- 
Moore test is either unsatisfactory or inap- 
propriate, for he discussed the results of apply- 
ing the test to other series in which trends and 
cycles are known to be present. After noticing 
that the secular trend value of Australian wheat 
production rose from about ten million bushels 
in 1860 to at least a hundred and eighty million 
bushels in 1939, the reviewer was amazed to 
learn that the Wallis-Moore test resulted in a 
“probability of randomness” in the range .50~- 
.30 when Timoshenko tested the hypothesis that 
the series was random. This demonstrates clear- 
ly “the lack of sensitivity of the Wallis-Moore 
test to trend.” Furthermore, this test is not 
very sensitive to smooth flat cycles or to cycles 
of short duration, for the Wallis-Moore test did 
not reveal any cycles in annual pig-iron produc- 
tion in the United States from 1877 to 1936! 

When the usual time-series analysis, which 
separates the various components, was applied 
to data on wheat yields and production, “cy- 
cles” with an average duration of about three 
and a half years were revealed. This result 
agrees with the very strong evidence that busi- 
hess activity has a cyclical component of about 
three and a half years. 


The reviewer believes that this study reveals 
the inadequacy of the Wallis-Moore test more 
than it does the absence of systematic fluctua- 
tions in wheat data. 


Harry PELLE HARTKEMEIER 


University of Missouri 


City-wide Studies, Part I: Basic Factors in the 
Planning of the City of New York; Part II: 
The Planning of Public Services for the City 
of New York; Part II1: Programming Public 
Improvements in the City of New York. By 
the Mayor’s CommiTree on City PLan- 
NING, City oF NEw York. (Prepared with 
the assistance of the Work Projects Adminis- 
tration for the City of New York.) New 
York, 1940. Pp.: I, xv-+133; II, 122; III, 76. 
$1.50. 

The Mayor’s Committee on City Planning 
was appointed soon after Mayor La Guardia 
assumed his office in January, 1934. One phase 
of the committee’s recommendations passed 
through the deliberations of the Charter Revi- 
sion Commission and a popular referendum in 
1936; and, after the new charter became effec- 
tive on January 1, 1938, the present official 
setup of the City Planning Commission mate- 
rialized. 

Meanwhile, the committee had launched and 
carried on in 1933-38 the work described in 
these three volumes. The latter bear 1940 as the 
printed publication date but apparently were 
not released to the public until sometime during 
1942. Because of differing completion dates of 
the several inquiries and the delay of final pub- 
lication, sufficient change of conditions occurred 
to modify some of the original conclusions, but 
not to such extent, it is said, as to invalidate the 
committee’s general approach and findings or 
the general usability of the material. 

The appearance of such a huge quantity of 
planning research material, with its implications 
of tedious resistance to co-ordination, tends at 
first to obscure the excellent craftsmanship with 
which, generally, the assembled data are han- 
dled. The committee has not attempted an 
over-all qualitative appraisal of the entire enor- 
mous complex of the urban area. The absence 
of any specifically stated editorial concept or 
final summation of the committee’s opinions is 
offset to some degree by a good preface. 

Volume I, Basic Factors in the Planning of 








378 BOOK REVIEWS 


the City of New York, contains chapters upon 
“Status and Trends of Industry,” “Population 
Pattern,” “Residential Areas,” “Special Studies” 
(public properties, nonresidential areas), and 
“Zoning.” Volume II, The Planning of Public 
Services, contains chapters upon “The Highway 
System,” “Water Supply,” “Sanitation,” ““Edu- 
cation,” “Parks,” “Rapid Transit,” and “Other 
Public Services” (port and dock facilities; air- 
ports; armories; facilities of police, correction, 
fire, health, welfare departments; and various 
public buildings, such as markets, libraries, mu- 
seums, courts, administration buildings, etc.). 
There are ample, adequate, clear-cut maps and 
other illustrations. Some of the work has been 
the bringing-up-to-date of earlier inquiries made 
by others (for example, the Regional Plan of 
New York and Environs) or the adaptation of 
special investigations (such as the Real Property 
Inventory, sponsored by the Housing Author- 
ity). Parts of the inquiry have not been c«rried 
far enough to meet fully the needs of planners. 
Only a planning group, in and of New York, 
concentrating upon such studies and such plan- 
ning as would require the use of the present vol- 
umes, could present an adequate and objective 
verdict upon the analyses and planning studies 
here disclosed. But, if the reader accepts these 
volumes for what they are and with the uncer- 
tainties they contain, if he observes the methods 
that are used in dealing with facts rather than 
the specific findings, and if he looks upon the 
entire study as a first stage in a continuing proc- 
ess, then he is prepared to inquire into the pre- 
sumably better and more advanced stages of 
thought and plan production of the official plan- 
ning agency of the city. Perhaps he may find 
there a better opportunity to evaluate the 
breadth of view, the acuteness of perception, the 
measure of balance, and the quality of planning 
which the citizens of a great city are justified in 
demanding of their official planning agency. 


FREDERICK BIGGER 
Pittsburgh, Pennsylvania 


The Evolution of Social Classes. By Joun W. 
McConnELL. Washington: American Coun- 
cil on Public Affairs, 1942. Pp. x+228. 
$3.50. 

The title of this book does not quite accu- 
rately suggest the content. The bulk of it pre- 
sents a report of a sociological field study of 


classes and class relationships in the city of 
New Haven, Connecticut, in the early 1930's, 
centering in the “wage-earner” and “white- 
collar” groups. This study was based on a New 
Haven family survey of 1931 and 1933, utilizing 
as a sample every twentieth family of slightly 
over two thousand in the active files of the local 
gas company. 

Though it is a sociological study and the 
author is a sociologist, the book is well worth 
the time of a student of economics with reason- 
ably broad interests. It is much more than a 
case study. The first five chapters are largely 
anthropological and historical and show both 
wide reading in the general literature of the sub- 
ject of social classes and serious and competent 
reflection about concepts and problems. Be- 
sides English, German references predominate 
in the citations and notes. The concluding 
chapter on “The Theory of Social Classes” is 
really a survey and classification of theories, a 
somewhat mechanical task, but it also shows 
both technical and reflective competence, par- 
ticularly in the use of economic concepts, which 
is unusual in a book of this sort. These chapters 
make up about half the text; the last dozen 
pages are occupied with an Appendix giving 
in tabular form the data of the main study. 

The main study itself (chaps. vi-xiv, pp. 82- 
195) is also developed with reference to prob- 
lems of universal interest to any student of 
society or, indeed, of human life, whatever his 
special discipline or interests. The main explicit 
emphasis of the author is on defining or describ- 
ing class distinctions in “‘objective’”’ terms, which 
can be used in empirical study. From this point 
of view he holds that a social class is to be under- 
stood in terms of three factors—its position in 
the self-maintenance activities of the society, its 
political relationship with other classes, and its 
culture. It goes without saying that all these 
factors are “‘objective”’ in the sense which is to 
be predicated of social and cultural data, in con- 
trast with sense observation. The author might 
perhaps have developed this point and might 
have recognized more explicitly the limitations 
of this form of objectivity. In fact, the reader 
gets an impression of some inconsistency be- 
tween this scientific pose and the humanistic 
quality of the presentation and interpretation, 
but both contribute to the merit of the work asa 
whole. 

FRANK H. KNIGHT 


University of Chicago 
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